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PREFACE TO THE FOURTH EDITION 


Business methods are ever in flux. Textbooks dealinj? with 
any phase of production, distribution or finance do not lonfjf 
remain authoritative unless kept in conformity with the devel¬ 
oping economy and changing business practice and laws. Eco¬ 
nomic conditions and business practice have changed materially 
in recent years. The object of this revision has been to keep 
the work abreast of the times, and at the same time to retain its 
general character. 

No major alterations have been made, but revisions include 
the more modern attitude toward causes and movements of busi¬ 
ness (*yclcs, developments in bank credit, and ])resent practice in 
handling retail credit including instalment credit. Credit agency 
procedure has been brought up to date, additional ratios in 
financial statement analysis are treated and actual ratios for 
many lines of business are given. Credit insurance practice has 
been brought up to Sate, new credit instrument forms are shown 
where necessary and current credit agency reports are used. 
IMinor revisions occur throughout the text. 

The author expresses his deep appreciation to the various 
credit agencies for their full cooperation. Valuable aid was 
received from officials of the National Association of Credit Men. 
Mr. Roy A. Foulke of Dun and Bradstrect Inc., Mr. Paul M. 
Millians of the American Credit Indemnity Company, Mr. Jo.seph 
Rubanow of the Manufacturers’ Trust Company and Professor 
Louis P. Starkweather of New York University gave valued 
assistance. 

Albert F. Chapin. 

New York University, 

July, 1941. 
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PREFACK TO THE FIRST EDITION 


In this volume the author has undortakon to present the prin¬ 
ciples and present-day praeliee of eoinmt»reial en^dit as it affects 
the wholesaler, the manufacturer, and the bank. His intention 
has been to prepare a book which the student of credit practice 
could find useful whether his studies are pursued within a uni¬ 
versity or college, or whether this volume is used to augment the 
practical experience gained in a credit department. 

The work has been divided into three parts—The Funda¬ 
mentals of Credit, Credit Investigation and Analysis, and the 
Protection and Redemption of Credit. This si*ems a logical divi¬ 
sion. The first part, the Phindamentals of Crculit, decals briefly 
with the effect of credit upon business, the instruments of credit, 
the organization for credit work, and the factors affecting the 
quality of a credit risk. The second ])art. Credit Investigation 
and Analysis, embraces a study of the sources of information 
and their analysis, or, more tersely stated, credit appraisal. The 
third part, the Protection and R(‘dem])tion of Credit, covers the 
entire field of collections from the simple to tlu» more intricate 
stage rc(|uiring the employment of legal remedies, or the liquida¬ 
tion of the Inisiness. 

The author, in the preparation of this work, has drawn freely 
upon his experience both as a credit man {ind as a teacher. He 
is also indebted to various authors who have preceded him whose 
works have been drawn upon consciously and unconsciously. 
An attempt has been made to give those* authors due* credit in 
the text. Wherever information ^ • ^^^‘e*n sought, kindne*ss and 

courtesy have been encountered. He? is particularly indebted to 
'‘Credits and Collections'' by liJttinger and Golieb, and to 
"Credits and Colle^ctions in The?ory and Practice" by T. N. 
Beckman. To all who re*ndered aid the author is grateful. He 
cannot adequately express his appreciation to Dr. Prank A. Fall, 
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PREFACE TO THE FIRST EDITION 


Director of Education of the National Association of Credit 
Men, Mr. Louis P. Starkweather, of the staff of New York Uni¬ 
versity, and Mr. David E. (Jolieh, President of the Now York 
Credit Men’s Association, who painstakinf?ly read the manu¬ 
script and made many valuable suggestions. 

Ai.bkrt P. Chapin. 

New Vokk Univeusity, 

New York, N. Y., 

September, 1929. 
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PARTI 

THE FUNDAMENTALS OF CREDIT 




CREDIT AND COLLECTION 
PRINCIPLES AND PRACTICE 

CHAPTEK I 

CKEOIT AND ITS FUNOTIONS 

The Nature of Credit. —Oredit so thofoughly pervades the 
everyday transactions of modern society that the meaning of 
the word “credit” is generally known, and yet no single defini¬ 
tion has been found acceptable to a majority of writers. Jjike 
many of the terms used in economics, credit has a variety of 
meanings, but we shall adhere in this book to a consideration 
of credit only as an agency through which values may be trans¬ 
ferred in the present while i)ayment is deferred to some future 
time. 

Contrasted to this use of the word “credit” is the meaning 
in bookkeeping that credit is the entry of payment or other 
value received, or that credit is the side of an account on which 
such entries arc made. In general, credit is the reliance on the 
truth or reality of something. It is faith or belief. No con¬ 
sideration of the word “credit” would be complete which did 
not include its etymology. It is derived from the Latin credo, 
“I believe,” and credo itself is a combination of two older words 
—the Sanscrit crad meaning “trust” and the Latin do meaning 
to “place.” Thus, we have credit as faith or confidence which 
is engendered between two persons and which results in the 
transfer of value in the present, the payment being deferred to 
the future. 

When an attempt is made to define credit, it is found dif¬ 
ficult to express in a single definition more than one of several 
viewpoints. We may place credit definitions in two main 
classes: those which regard credit as a potentiality, and those 
which regard credit as an actuality. Illustrative of the first 
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class is the definition: “Credit is the power to obtain goods or 
service by giving a promise to pay money (or goods) on demand 
or at a specified date in the future’' (Joseph French Johnson); 
while the conception of credit as an actuality is illustrated by 
the definition: “A credit is the present right to a future pay¬ 
ment” (H. D. MacLeod). According to the first definition, 
credit is regarded as the possession of a power which may or 
may not have been utilized; while in the second, credit has 
become real through the exercise of the power. The definitions 
cited are also illustrative of credit defined from the viewpoints 
of the borrower and the lender. From the viewpoint of the 
borrower, credit is the power to borrow, while from the view¬ 
point of the lender, credit gives the lender a right of action 
against the borrower. That there is no real conflict of thought 
but merely a stressing of different elements by different writers 
is shown by a few selected definitions which follow: 

1. Credit is purchasing power (Mill). 

2. The essence of credit is confidence on the part of the creditor 
in the debtor’s willingness and ability to pay his debt (Holdsworth). 

3. Credit may be called a ^^short sale” of money (Johnson). 

4. Credit is a “sale on trust.” 

5. The exchange of an actual reality against a future probability 
(Levasseur). 

6. Credit may be defined as the power to secure commodities or 
services at the present time in return for some equivalent or services 
at a future date (Bullock). 

7. Credit is the personal reputation a person has, in consequence 
of which he can buy money, or goods, or labor, by giving in exchange 
for them, a promise to pay at a future time (MacLeod). 

8. The power to secure the present transfer of wealth, measured 
in dollars or other monetary standard, by a promise to pay at a 
future time, based on the confidence of the seller in the ability and 
the willingness of the buyer to meet his obligations (Wall). 

9. A credit in law, commerce, and economics is the right which 
one person, the creditor, has to compel another person, the debtor, 
to pay or do something (MacLeod). 

10. Credit is the power to obtain goods or service by giving a 
promise to pay money (or goods) on demand or at a specified date 
in the future (Johnson). 

11. A credit is the present right to a future payment (MacLeod). 

12. The transfer of something valuable to another, whether money, 
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goods or services, in the confidence that he will be both willing and 
able, at a future day, to pay its equivalent (Tucker). 

Prom the definitions cited, it may be gathered that the most 
important characteristic of credit is confidence, and that con¬ 
fidence is made a rcciuisite because of the uncertainty ever pres¬ 
ent in a credit transaction through the element of futurity. 

Credit Is Not Given. —In business practice, those wlio author¬ 
ize a credit transaction, and whom we call ‘‘credit men,’’ arc 
accustomed to si)eak of authorization of credit as “giving’’'or 
“granting” credit. Is credit a quality bestowed upon the bor¬ 
rower by the lender, or is it the recognition by the lender of a 
quality or faculty possessed by the bori'ower? The answer rests 
upon whctlicr we limit credit to “the present right to future pay¬ 
ment” or regard it as a “power” wliich may not have been 
utilized to its potential limit. If we accept the former view, then 
the credit of an individual is measured by his obligations to 
pay, which, obviously, will not remain constant. Today he may 
have, let us say, $10,000 of credit, because lie is owing to others 
that sum, while tomorrow, having paid liis obligations in full, he 
has no credit whatever and will have to remain without credit 
until it is “granted” to him by someone willing to accept his 
promise to pay. 

It is more reasonable, and also in accord with the more gen¬ 
eral view, to regard credit as a power possessed by certain indi¬ 
viduals which is not limited by the extent to which it is used. 
Indeed, we may go a step farther and say that credit is a power 
possessed by everyone, a power which varies among different 
individuals (and corporations) from indefinitely great to noth¬ 
ing. Credit, therefore, is not a quality bestowed on one by 
another; it is not “given”; it is not “granted” except in the 
sense that by “granted” we understand that it is conceded 
to be. It is a quality which we recognize and appraise just as 
we recognize and appraise, but do not bestow, the quality of 
beauty. Nor could we say that one was without credit until the 
last possible source of credit, which would include the entire 
world, had been essayed. 

The borrower does not really ask for credit; he offers credit, 
and it is accepted or rejected by the lender according to whether 
or not the credit is appraised as sufficiently high. 
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The Credit Problem. —The study of the credit problem may 
be divided into three chief phases: first, the analysis of credit; 
second, the measurement and protection of credit, and, third, 
the effect of credit on business through its influence on prices 
and values. The problem as outlined embraces not only the 
credit transactions within this country, but the credit trans¬ 
actions between individuals of this and other countries, and 
the credit transactions between ours and otlier governments. 
This is a broad social problem, too great in scope for the limi¬ 
tations of this book. We shall, therefore, confine our study 
largely to the measurement and protection of credit. The aim 
of this book is to give the student a praetical knowledge and 
training in judging or determining the status of the credit of 
a business unit. 

Credit and Wealth. —^Much misunderstanding exists among 
business men as to the relationship of credit, wealth, and capi¬ 
tal. Many regard the terms as synonymous. Economists have 
been emphatic in denying that credit is either wealth or capital. 
Wealth has been defined as any material or physical thing that 
satisfies a human want, provided that thing is limited in amount 
and has value. Or wealth consists of economic goods as con¬ 
trasted to free goods, such as air and water. Capital goods 
consist of economic goods used in the production of wealth. It 
will readily be seen that credit is neither, since it is pot a physical 
or material thing. Wealth may be transferred from one to 
another, but there is no way by which the man without credit 
can become possessed of the credit of him who has good credit. 
One cannot bestow his credit upon another; he can only guar¬ 
antee or become surety for the other. 

That credit is not wealth will readily be seen by examining 
the statements of both borrower and lender before and after 
a credit transaction. Let us assume that X has a taxi valued 
at $1,000 while Y^s wealth consists of $400 which he has man¬ 
aged to save. X sells his taxi to Y, taking the $400 in cash, 
and he acce])ts Y^s credit in the form of a promissory note for 
the remainder, $600. Before the transaction the statements of 
X and Y will appear as follows: 
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Assets 


X 


Taxi 


$1,000 


Liabilities 

None 

Net worth. $1,000 


$1,000 

Y 


$1,000 


Assets 


Cash 


$400 


Liabilities 

None 

Net worth. $400 


$400 


$400 


After tlie transfer lias been made the statements will show the 
following condition: 


X 


Assets Liabilities 

None 


Cash . 

Note received. 

.. $ 400 

000 

Net worth. 

. $1,000 


$1,000 


$1,000 

Assets 

Taxi . 

y 

.. $1,000 

Liabilities 

Note payable.. 

Net worth.. 

.. $ 600 
400 


$ 1,000 $ 1,000 

The wealth, which consisted of the taxi and the cash before the 
transaction, is no more and no less after the transaction. Credit 
has been merely the agency of transfer. This function in regard 
to credit has been aptly stated by John Stuart Mill:' 

It seems strange that there should be a need to point out that, 
credit being only the permission to use the capital of another person, 
the means of production cannot be increased by it but only trans¬ 
ferred; that is, the borrower's means of production are increased by 
the credit given him, that of the lender are correspondingly diminished, 
as the same capital cannot be used as such, both by the owner and 
also the person to whom it is lent. 

iMill, John Stuart, ‘‘Principles of Political Economy,” p. 309. 
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It should be borne in mind, however, that production may 
be increased as a result of the credit transaction, even though 
the means of production are not increased. 

While credit is not wealth when viewed from the standpoint 
of society at large, since there is, obviously, only a certain 
amount of wealth in the world at a given time, and it is not 
increased or diminished by shifting it about through credit 
transactions, nevertheless, from the standpoint of the individ¬ 
ual, the analogy between credit and wealth is close.^ To the 
individual or business firm, good credit has great value, and 
the good credit name or credit reputation should be as care¬ 
fully guarded as any form of tangible wealth. 

The Limit of Credit. —Since credit, according to the various 
definitions already cited, involves an exchange of values usually 
represented by a good and expressed in terms of money, it will 
readily be seen that there is an essential relationship between 
the volume of aggregative goods and the volume of aggregative 
credit. What the lender really wants is not goods, as the term 
is commonly understood, but money. What the borrower promises 
to pay is money. It may be inferred, therefore, that the ability 
of the borrower to convert the goods into money within the time 
limit fixed by the credit transaction is a prime consideration in 
the measurement of credit. Were it not for this essential of con¬ 
vertibility of goods into money, the theoretic limit of credit at 
any given moment would be fixed only by the volume of goods 
subject to exchange. Since the elements of futurity and of con¬ 
vertibility into money enter into the consideration, the theoretic 
limit of credit of a community is measured at a given time, ‘‘not 
by the community’s wealth, but by that plus its power to pro¬ 
duce wealth,” ® while the measurement of the credit of an indi¬ 
vidual is fixed, at any given level of prices, by his wealth, plus 
his ability to produce wealth, modified by the extent to which 
lie can convert his wealth into money. As the reader can readily 
see, the limit of credit of the individual depends upon the flow 
of goods, which experience has shown is not constant. Goods 
flow in varying quantities in uncertain periods and at varying 

2 Beckman, T. N., “Credits and Collections in Theory and Practice," 
1st ed., p. 6. 

s Johnson, J. F., “Money and Currency," p. 38. 
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price levels, and this movement we have come to know as the 
“business cycle/’ 

Use of Credit. —It has been held by some writers that credit 
avoids the use of money, by otliers that it is a substitute for 
money, while a third class hold that in its relation to money 
it is merely an option on money. All are agreed that one of the 
essential services of credit to society is to serve, along with 
money, as a medium of exchange. Credit, as we have seen, is 
the agency of transfer which permits the flow of capital to the 
aid of production. But its use is not limited to its aid to pro¬ 
duction. It serves, too, to s])eed up consumption. Credit thus 
facilitates tlie production, exchange, and consumption of goods, 
witli the result that a higher standard of living is attained by 
society. 

As a medium of exchange credit is swifter, safer, and more 
convenient than money. Credit releases for other useful pur¬ 
poses gold, silver, and other metals which might be selected by 
a people for use as monciy.^ It has been well said that credit, 
and not money, is the princi])al medium of exchange. Credit is 
merely ex])ressed in terms of money, and money serves as an 
aid to credit in settling the comparatively small balances not 
cancelled by credit itself. Indeed, the amount of money in cir¬ 
culation, including what may be termed credit money, is signifi¬ 
cant when compared with our volume of business. Bank clear¬ 
ings, or the exchange of checks, which represent only a part of 
our total credit transactions, average daily approximately the 
total amount of money in circulation. Unlike money, credit is 
created and retired (in theory at least) as the movement of 
goods increases and decreases. It thus i)rovidcs us with an 
elastic medium of exchange necessary to meet the fluctuation in 
our business volume. 

In addition to its main function as a medium of exchange, 
credit benefits society at large and the individual in many 

m 

4 Tho use of gold is at present much restricted in the United States, and 
some other countries, where it formerly was as easily exchanged as any 
other good. It no longer may be lawfully used as money, and its use in the 
arts and sciences is under governmental restriction. It now seems probable 
that gold will not be coined in the future in the United Stoles for use as 
money. The government will instead hold gold bullion and use it only for 
international settlements. 
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other ways. Credit permits the concentration of small sums 
through savings banks, bonds, shares of stock, and the like, 
making possible the financing of large enterprises whose prod¬ 
ucts are disseminated among the people to the benefit both of 
society and of the contributors of capital. People are urged to 
save through the knowledge that every sum, however small, may 
be employed at a profit to its owner. It thus has a tendency 
to prevent hoarding, not only making capital useful but re¬ 
moving it from the hazard of theft; and to develop the habit 
of thrift. 

Credit has a tendency to elevate the moral standards of a 
people, since it is in the interest of each, where credit is uni¬ 
versally employed, to prove himself worthy of trust. The inter¬ 
ests of a people are bound together through their credit rela¬ 
tions, since the welfare of the debtor class is a matter of concern 
to the creditor class and, since practically all are in both 
classes, the welfare of all is a matter of common interest. Credit 
not only jJcrmits the man without means of his own to engage 
in a business enterprise, but it also permits the purchase of all 
sorts of consumption goods, including such comparatively more 
expensive goods as pianos, automobiles, and homes, thus raising 
the standard of living and adding greatly to the enjoyment of 
the many. 

A general service of credit lies in the assistance which it has 
given in the development of modern methods of production and 
distribution. Credit has been placed at the disposal of inven¬ 
tion so that large-scale production has been possible, transporta- 
tion rapid, and communication almost instantaneous. In the 
present era, manufacture is generally undertaken by minute 
subdivision of labor so that goods are completed by stages, and 
in many cases long intervals elapse between the conversion of 
the material in its raw state and its consumption by consumers. 
In the handicraft period, this was not so. Goods were largely 
manufactured for direct consumption. One hundred years ago 
practically every home was a factory. For instance, sheep were 
grown by the farmer, who sheared and carded the wool; the 
wool was spun into yam and woven into cloth by the female 
members of the household and dyed and made into clothing for 
immediate consumption. Today the wool is grown by the sheep 
rancher who sells to the broker, who sells to the manufacturer. 
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The material may pass through several processes and ownerships 
befoi’e it is passed on to the wholesaler, thence to the retailer, 
and finally to the consumer. The significant fact is that credit 
aids in financing the article in each stage of production. It is 
“the instrument which bridges the interval elapsing between 
the beginning of the process of production to ultimate consump¬ 
tion.”® Credit is the instrument through which each agent 
in the i)rocess of production is financed, and the bank, as we 
shall see later, is the instrumentality through which credit 
chiefly works. 

The Abuse of Credit. —Credit, however, is not entirely a bless¬ 
ing either to society in general or to the individual. Its use 
may become abuse, and the distinction between the two is not 
always esi-sy. Its use is attended by some danger. The ease 
with which one is enabled through credit to use the capital of 
others for the purposes of either production or consumption 
ofte?i leads to disaster. Ea.sy credit promotes the .spirit of 
atlventure. Enteri)ri.ses are launched which have no economic 
justification and which could not be undertaken were it not for 
the unwitting generosity of creditors. Others already well es¬ 
tablished undermine their .soundnc.ss by overexpansion, with cred¬ 
itors’ aid. Profits seem easy and sure, and neither the sincerest 
debtors nor creditors with the utmost confidence in the credits 
roalize the jeopardy in which they have placed themselviis. 

A credit, we may say, has been completely justified only 
when the pledge to pay has b(?en redeemed. One hundred per 
cent efficiency, however, in credit dispemsation and management 
is not expected, for there will be errors in judging the credit 
ri.sk, and even the soundest risk may be greatly weakened during 
the term of the credit by changing conditions or misfortunes 
over which neither debtor nor creditor has the slightest control. 
But credit is abused when a careful investigation and appraisal 
of the risk do not reveal a rea.sonable certainty that the credit 
can or will be redeemed j and likewise credit in the aggregate 
is abused when it has gotten out of its proper relationship to 
the flow of goods. Among the direct dangers of credit is its 
tendency to encourage overexpansion, overtrading, and specula¬ 
tion, leading to fraud and embezzlement, and the ease with which 


sMunn, G. G., “Bank Credit," p. 4. 
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people may be induced to live more extravagantly than their 
means warrant. 

Credit is a lien upon the future, and when the production 
power of the future has been wrongly gauged, the result is at 
least unpleasant and often disastrous. This is so in the case 
either of the individual or of the community at large. 

The Margin between Success and Failure. —The public at 
large undoubtedly has a wrong impression of the profits of 
business enterprises. The young particularly should be dis¬ 
illusioned. The success of an individual business is often widely 
publicized. The public, knowing the success of individual com¬ 
panies, falsely assumes that business in general is reaping in¬ 
ordinate profits. Hundreds of thousands of businesses are strug¬ 
gling to survive and barely avoid losses. This fact receives no 
wide advertising. Business management has no wide pathway 
of profit in which to steer its course. Losses, if the safety of 
creditors is to be secured, cannot be suffered for protracted 
periods, for all losses mean the surrender of capital. 

Data from various sources are available to support the state¬ 
ment that the margin of profit taken by business is narrow. A 
large number of business enterprises are discontinued with losses 
to creditors or continued under settlements to creditors without 
going through bankruptcy. In addition to such liquidations, 
bankruptcies of merchants and manufacturers for the past sev¬ 
eral years have exceeded 15,000 annually. Credit men, there¬ 
fore, have no easy task in choosing the safe and rejecting the 
unsafe risk. 

A table ® is presented on the opposite page showing the profits 
earned by corporations for the years 1927 to 1936 inclusive. The 
table includes practically all the manufacturers and, of course, 
a considerable number of merchants. It will be noted that busi¬ 
ness, as reflected by industrial corporations, made a profit of only 
7 per cent in our three most prosperous years. Since these three 
years were probably the most prosperous peacetime years thus far 
in the present century, this table not only indicates the somewhat 
narrow margin between success and failure, but it also indicates 
the unreasonableness of the prices which a part of the public was 
willing to pay for shares of stock in the boom years-—particu¬ 
larly 1928 and 1929. 

« Compiled from Reports on Statistics of Income, Treasury Department. 
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The Business Cycle. —That business is always neither in a 
state of prosperity nor in a state of depression is a fact uni¬ 
versally known. It oscillates between prosperity and depres¬ 
sion at irregular intervals and with different degrees of inten¬ 
sity. Economists, businessmen, and legislators liave given the 
subject of business cycles much study and have developed many 
theories as to how the movements can be controlled. It must 
be said, however, that no effective control theory has yet been 
demonstrated. 

Profits Earned by Corporations in the United States, 1927-1936 
(In millions of dollars) 


Year 

Gross 

oper¬ 

ating 

income 

Total 

taxes 

paid 

Net 

income 

after 

tax 

Net to 
gross 
income, 
per cent 

Net 
worth 
Jan. 1 

Net 

profit 

after 

tax 

Net 

profit to 
worth, 
per cent 

1927 

$143,241 

$3,145 

$5,880 

■H 

$119,260 

$7,538 

6.3 

1928 

151,388 

3,387 

7,566 


132,403 

9,483 

7.2 

1929 

158,565 

3,415 

8,084 


142,887 

10,677 

7.6 

1930 

134,017 

3,009 



160,369 

3,937 

2.4 

1931 

106,088 

2,630 

-3,416 

-3.0 

161,282 

-1,176 

-0.7 

1932 

80,378 

2,373 

-5,375 

-6.7 

143,363 

-4,116 

-2.9 

1933 

83,208 

2,547 

-2,379 

-2.9 

133,669 

- ,363 

-1.0 

1934 

99,278 

2,758 

162 

0.2 

127,578 

2,379 

1.9 

1935 

111,636 

3,363 

1,674 

1.5 

141,685 

4,688 

3.3 

1936 

129,598 

3,819 

3,452 

2.7 


6,131 

4.4 

Average 

1927-1936 

$119,740 

$3,045 

$1,728 

1.4 

$140,123 

$3,819 

2.7 


Business, up to now, has been like a vast machine with too 
many independent moving parts and too many controls to permit 
it to be run smoothly with all parts in coordination with each 
other. The problem challenges the ability of the civilized world. 
Interesting experiments, whose benefits or costliness to society 
are yet to be fully demonstrated, are being conducted not only 
in this but in several other countries. 

Unless a method of control is demonstrated it will continue 
to be one of the credit manager’s problems to anticipate this 
business movement trend because he is measuring the solvency of 
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his firm’s clients at some future date. Solvency, or the ability 
to meet maturing obligations, is unquestionably affected by finan¬ 
cial and industrial conditions. The credit manager is interested 
not only in the major movements of business as a whole but in 
the minor movement which may take place within a single 
industry and run contrary to the trend of business as a whole. 
There is a second type of movement, the regularly recurring 
seasonal movement, which may be of considerable importance 
in certain industries, but which is less difficult of analysis be¬ 
cause of its certainty and regularity. 

There are, therefore, three types of movement which may 
have an effect on the solvency of business houses, and which the 
credit man must watch: the regularly recurring seasonal move¬ 
ment, the condition of business in general, and the condition 
of business in the particular industry with which he is concerned. 

Phases of the Business Cycle. —^While it is easier to think 
of the business cycle as embracing two i)eriods of business—^i)ros- 
perity and depression—there are a number of more or less dis¬ 
tinct phases of business within a cycle. We may in a broad way 
divide the cycle into four periods; (1) prosperity, (2) crisis, 
(3) depression, and (4) recovery. The division between these 
periods is usually somewhat uncertain, and they overlap each 
other. Business gradually passes from one period to the next, 
and when one cycle is completed another begins all over again. 
These movements vary in importance to the credit man just as 
they vary among themselves in length and intensity. Indeed, 
so shadowy sometimes are the lines of division that economists 
cannot always agree as to just which years or months are pros¬ 
perous and which are not. 

The shorter the time in which there is a complete cycle, and 
the greater the movement, the greater the significance to the 
credit man, while, conversely, if the cycle is spread over a long 
period of time and the movement is not so great, the importance 
to the credit man is small. This is so because the commercial 
credit manager will have a great number of credit turnovers in 
this period, while long-term credit or investment credit may be 
as much affected by a long business cycle as by a short one or 
more so. 

There are those who argue that, after all, this uncertain 
movement of business is beneficial to society as a whole. Just 
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as business oscillates between prosperity and depression, so does 
the benefit oscillate between those whose income is fixed and 
those whose income depends on profits made. It is held by some 
that crises and depressions arc beneficial to society, as a whole, 
because they check extravajsrance and expansion; and that they 
afford a balance between ca{)ital and labor. During? the period 
of jirosperity, business enterprises benefit throuj?li risinfi: prices 
and risinj' profits, but labor suffers because it has to pay the 
high prices. Conversely, when prices are low during a period 
of depression, tliosc who have fixed incomes benefit. It is con¬ 
ceded that wages neither rise nor fall so rajiidly as prices and 
that the most sensitive to price fluctuations are wholesale prices, 
while retail prices both rise and fall more slowly.^ But a balance 
of benefit is not effect(*d by th(» busiiuvss cycle, bc'causc* with the 
period of depression comes diminished ])roduc1ion and unem¬ 
ployment, so that the wage earner, instead of Ixung able to t«ake 
advantage of the lower ])rices, finds himself out of employment 
and with no purchasing power whatever. 

The severity of the d(‘pression of the thirties and the suffering 
caused by it must have removed from the minds of everyone a 
belief in its desirability, corrective though the depression might 
be. A depr(‘ssion lowers a people\s standard of living. Society 
should not and will not long be satisfied with any measures 
taken cither by government or by business which will restrict, 
as a whole, production, manufacture, and trade. As a people 
we have enjoyed, prior to the depression, a higher standard of 
living than ever before known to any country, and we have had 
visions of an even higher standard of living for our peof)le. As 
an energetic, ambitious, and caf)able ])eople nothing less than 
greater business activity than we have yet known will satisfy 
us. When that goal is attained, whether or not the standard 
can be sustained without lapses into lessened activity remains to 
be seen. 

Causes of Business Cycles. —Economists are not entirely 
agreed upon the causes of business cycles. Numerous theories 
have been advanced which seem plausible enough, but the stu¬ 
dent should be wary of accepting any one theory as the cause 
of all business oscillations. 


7 Kemerer, E. W., ‘'High I'ricos and Deflation,*' p. 45. 
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Since it is the duty of the credit man to anticipate the dif¬ 
ferent movements of business, it is essential that he have a 
knowledge of the theories of their cause and the signs of their 
approach. As we have raised our standard of living, so have we 
concurrently increased the causes and effi‘cts of business fluctua¬ 
tions. Were life confined to the mere necessities of food, shelter, 
and clothing to be provided by the immediate area in which one 
lived, fear would be confined to the disastrous effects of floods, 
drought, insect plagues, and pestilence. In our modem society, 
in the United States at least, drought, though it may be severe, 
does not result in famine; for food can bo rushed in from those 
sections where rainfall has been more abundant. In a primitive 
society the suffering resulting from a severe drought, for instance, 
would be much more severe in the affected area, but it would be 
localized. In our modern society tlie effect of a disturbance, from 
whatever cause, spreads. The farmer suffering a crop failure has 
nothing to exchange for things needed or desired. He must fore¬ 
go the new suit of clothes and his wife the new dress which they 
otherwise would have purchased. This affects the clothing manu¬ 
facturer of Rochester and the dress manufacturer of New York. 
In other words, and more to the point, labor loses the money 
which it would have received for the production of its manufac¬ 
tured articles. Labor thus may have to curtail its purchases, 
foregoing luxuries or necessities. Reduced to its simplest terms, 
an exchange of food and clothing has not taken place. Were 
this simple illustration confined to two persons, the effect like¬ 
wise would be limited. But many persons have a part even in the 
placing of food in the hands of the consumer, and as many, or 
more, in the production of clothing. 

Goods are no longer exchanged directly for other goods or for 
services. They are exchanged for money. This has become the 
common medium of exchange. Because we are inclined to see 
money as the measure of our labor, there is a lack of ])rice flexi¬ 
bility to lubricate the flow of goods. The tendency toward rigidity 
of prices is fostered by both capital and labor. For instance, the 
price of capital has a tendency to be fixed by long term con¬ 
tracts at fixed interest rates while labor, through its unions, fixes 
a price for its services which lacks the flexibility essential if 
business is to be kept on an even keel. 

Some prices seem to be subject to but slow change and others 
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constantly appear to be mounting higher, for example, the price 
of government. Others are obstinately maintained, and still 
others are the result of the warped judgment of buyers and sellers 
alike. Examples of the latter are the tulip craze of Holland, the 
]\rississippi Bubble, and more recently the Florida land boom and 
tlie 1929 stock market crash.® The appearance of strength is sud¬ 
denly lost, and prices come tumbling down in avalanches, the 
effect spreading in all directions. 

Human judgment errs when prices fall just as it erred when 
pi’iees were rising. The effect is cumulative. Overoptimism and 
fear alternate, both being stimulated by mass ])sychology. Ris¬ 
ing prices stimulate demand as ])urchasers hasten to buy before 
])rices rise further, and, conversely, falling ])rices cause pur¬ 
chasers to delay buying in the hope of a chea])er price at a later 
date. This lessened demand curtails production and so pro¬ 
motes unemployment. Dr. King® gives the following description 
of the tendency of a depression to be self-generating: 

factory production slncken.s, the factories obviously need less 
coal. Coal, however, is one? of the principal arti<'lc‘s of freight carried 
by the railroads. Curtailment in the demand for coal obviously less«‘iis, 
therefore, the demand for transjmrtation. As production in manufac¬ 
turing establishments and .on the railroads slackens, fewer em|)loyees 
are needed, hence men are laid off. Those who lose their jobs r(*ceivo 
no wages, consequently they are unable to buy their usual quotas of 
goods. Shrinkage in their volumes of purchasing diminislies still fur¬ 
ther the demand for products of factories, farm's, and railways, and 
this shrinkage in demand leads to the discharge of more workers. The 
fact that charitable or governmental organizations may, at this junc¬ 
ture, step in to grant relief to those out of emx)loyment alters the picture 
but little, since contributions for relief come out of the j)ockets of tax¬ 
payers or donors, and hence eventually lessen the buying power of those 
making the contributions. 

As the volume of production declines in the typical factory, mine, 
or transportation organization, there is no corresponding diminution in 
overhead cost. The neces.sary result is that production expen.se, per unit 
of output, increases .steadily as the volume of business shrinks. Rising 
expenses narrow the margin of profit on each unit sold. Since the 
number of units sold has been greatly reduced, and the profit margin 

8 See * * The Causes of Economic Fluctuations, * * by Wilford I. Kthg for 
intere.sting descriptions of these and other booms and crashes. 

9lbid.j p. 35. 
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per unit has shrunk, net earnings decline greatly. This decline usually 
necessitates a reduction in dividend payments, and such a reduction 
curtails the ability of the stockholders to buy luxuries or durable goods. 
It follows that the decline in net corporate earnings of business con¬ 
cerns generally results in a further slackening of production and in a 
greater volume of unemployment, and this, in turn, leads to still further 
declines in wages, dividends, and buying power. 

The tendency for a business decline to perpetuate itself is accen¬ 
tuated by the fact that, as corporate earnings fall, stock prices move 
downward corresi)ondingly. But falling stock prices lead to more 
margin calls by the brokers, and, as margin calls multiply, stockholders 
must either sell stocks to secure funds or take from their income dollars 
which would otherwise have been spent for direct or consumption goods. 

Still another factor is the measures which may be taken by 
the government. Governmental actions and laws may influence 
business movements whether such actions are for the purpose of 
stimulating business, curbing abuses, raising revenue, or of fol¬ 
lowing regular government routine. The actions of the Federal 
Reserve Board, the influence of the Secretary of the Treasury, 
and the power presently in the hands of the President to devalue 
the dollar affect business for better or for worse even though the 
purposes may be benign. 

Growing Interest in Cause of Cycles. —Much attention has 
been given, since the World War, to these recurring business 
periods. Economists and business men are striving for the 
more certain forecasting of business trends and in the hope 
that the violence of the changes may be somewhat lessened. All 
business men would like to avoid tlie periods of crisis and de¬ 
pression. They would be satisfied with less prosperity, provided 
they were compensated by less loss during the liquidation period. 
It is, perhaps, too much to expect that the cycle will ever be 
done away with entirely, but a keener appreciation of the essen¬ 
tial causes of the cycle will enable business to avoid the dangers 
of inflation, expansion, and maldistribution and thus, in a meas¬ 
ure, do away with the cycle itself. 

The most feared period is the crisis, which is usually of very 
brief duration; if suffieiently violent, it is termed a ‘‘panic.'' 
A panic is defined as a short-lived, unreasoning fear, but a busi¬ 
ness panic or crisis is the result of just reasoning on conditions 
which actually exist, although the panic may be precipitated by 
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some event of comparative minor importance, as the failure of 
a bank or a business house. When the crisis arrives, business 
men talk pros]>erity to encourajje confidence but act very con¬ 
servatively in their own business. As Professor IMitchell says, 
“the volume of business cannot be restored by cheerful conversa¬ 
tion.^' There is not amonjjr business men real confidence of satis¬ 
factory profits and volume of business. Production is halted 
and workmen are discharfijed. Beiiif? unemployed, or fearing 
unemployment, they cut expenditures to the lowest jiossible 
point. Just wlien business is most in need of sustained buying, 
it is conspicuously absent. The causes are cumulative in effect. 
The less business there is, the less (*m ploy men!; and the less 
employment the less business. This might eontinue until business 
was at a complete standstill, wmv it not for the fact that the 
demand for food and clothing cannot wholly cease. When sur¬ 
plus stocks have been consumed, there (»omes a demand, gradual 
at first, for more goods, and thus the same forc(‘s work for the 
n'cov: ry of business which brought about the periods of crisis 
and depression, but in reverse order. Any phase* of tlu^ circle 
may be* hastened by various causes which ofierate as ])otent fac¬ 
tors on existing conditions. For example, the; recovery of busi- 
iK'Js has been greatly liastened by a bumper crop here while 
Europe has, simultaneously, suffered a crop failure. 

Indices of Business Conditions. —The probh*m for the credit 
man is to interpret the position of the business cycle, the trend 
of business, and the period of transition from the i)res(*nt to the 
iK'xt phase of the cycle. This cannot be done by guesswork. 
Success in interpretation of the business trend is bfiscd first 
upon getting the fullest possible facts concerning business and, 
second, upon the skill with which those facts arc analyzed. If 
all the significant facts arc not taken into consideration, then 
the conclusions reached may be wrong. 

The business forecaster must ever keep in mind that the 
normal progress of the cycle may be diverted by such unforeseen 
causes as crop failure, changes in the tariff, inventions, labor 
troubles, changes in the popular demand, or the sudden opening 
of new mines. The task of getting business facts is one that is 
beyond the business man, so that he w'ill do well to rely upon 
various business-reporting services, which make a business of 
interpreting the trend of general business conditions. 
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In these various services one finds a large amount of data 
assembled and interpreted for the subscriber. This should be 
supplemented by one’s own observation and judgment, and it 
is recommended that two or more of these services be used so 
that one may be compared with another. 

Four Phases of the Business Cycle. —Since each phase of 
the business cycle recurs at varying intervals, the discussion 
may be started at any point. Let us assume first a state of 
prosperity. Upon analysis, it will be found that there is in¬ 
creased buying throughout business, largely on credit. Buying 
activity “stiffens” prices, or, in other words, prices rise. Eising 
prices result in larger inventories, again stimulating buying. 
Sales increase in physical volume but more rapidly in price. 
The margin of profit widens, since costs lag behind prices. Con¬ 
cerns working near capacity consider the advisability of increas¬ 
ing plant and equipment. Much plant and equipment expansion 
takes place, financed largely through credit. The result is the 
expansion of credit reflected in the accounts receivables, the ac¬ 
counts payables which carry the large inventories, and the 
bonded indebtedness. The large inventory and the added plant 
and equipment are carried at a high price. Only by increased 
purchasing by the general public could the business pace and 
prices be sustained. Sporadic breaks in certain commodities 
ensue through the attempt to maintain or increase sales. Lag¬ 
ging costs are catching up with the margin of profit. Creditors, 
especially banks, realize that a large amount of credit is carried 
at prices which may not be sustained. Loans are called which 
can be met only by liquidation. Securities and inventories are 
thrown upon the market, and buying is forced. Business has 
reached a crisis, or, if the transition from prosperity to depres¬ 
sion is sufficiently spectacular, it is termed a panic. 

The failure of a single large mercantile house or of a bank 
may precipitate a panic. 

“A panic or crisis is usually short, sharp, and decisive in 
its results. A depression is a condition which has duration of 
time attending it.” 

The transition from prosperity to depression is made with 
more or less rapidity. As stated above, sporadic breaks occur 
in certain industries which may cause a general debauch. Prices 
again become stable, but at a lower level, or decline much more 
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slowly for a time. The weaker enterprises are graflually shaken 
out by insolvency, while others manage to cling to their busi¬ 
ness, and still others w’cather the li(|uidation j>rocess with prac¬ 
tically unimpaired credit. All are affected, however, to some 
extent by the depreciation in value of inventories and less 
liquidity of receivables; overhead charges are proportionately 
higher because of decreased business and the difficulty in cutting 
these costs to meet the changed conditions. There are losses to 
be taken, and the period of depression is not over until liquida¬ 
tion has been effected. 

The transition from depression to recovery is not abrupt, as 
is the change from prosperity to crisis. Upon analysis it will 
be noted that all business does not generally recover at one time. 
Certain industries w'ill show improved conditions while others 
are still in a state of depression. The first to recover are fol¬ 
lowed by others, till in more or less time recovery is general. 
The period of recovery is marked by an increased demand for 
g(K>ds. Inventories begin to move, and that meaiis that the 
business concern is both buying and selling. Prices begin to 
stiffcm, and there is some margin b(‘lween costs and sales. Col¬ 
lections improve, and confidence is being restored. The process 
is cumulative, the revival gradually merg(\s into the stage of 
general prosperity, and thus the stage is set for another business 
cycle. 

It would be too much to hope, and contrary to past experi¬ 
ence, to expect business men in general not to forget a lesson 
which should have been so well learned. The abnormal condi¬ 
tions caused by the World War greatly accentuated the move¬ 
ment of the business cycle, and its severe l(Js.son so rcc(;ntly 
impressed upon the business man has resulted in his recognition 
of the existence of the business cycle and a desire to avoid its 
baneful effect.s. By attempting to avoid tlie busine.ss cycle, he 
aids in controlling it. While the individual business man can 
do little to control the business cycle and may, therefore, be 
an innocent victim of its pernicious effects, he can do much to 
avoid its becoming disastrous to him by conservative and wise 
use of his credit. 
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Text and Research Questions 

1. What are the essential elements of credit as defined by Joseph 
French Johnson? 

2. What is the distinction between credit and a credit transaction? 

3. How may credit power be developed? 

4. A endorses B's note, thereby making it acceptable to C. Has A 
‘ ‘ given * * liis credit to B ? Explain your answer. 

5. To what part of the broad study of credit is this book largely to 
be confined ? 

6. If credit has value but cannot be sold, how can one cash in on its 
value? 

7. What effect does the inability to convert wealth rapidly into money 
have upon credit? 

8. List four uses of credit and four ways in which credit may be 
abused ? 

9. How much gold is tliere in the world available as a base for money? 
How mucli of this gold is in the possession of the United States? 

10. How much currency is there in actual circulation? 

11. What effect does the national manipulation of money and credit have 
upon the relationship of money and credit and the “flow of goods”? 

12. List six sources giving indices of business and/or credit activity. 

13. In which of the four phases of the business cycle is business now 
placed? 

14. Can you name an industry not in accord with the general business 
cycle? 



(UIAPTKR II 

DOCUMENTARY CREDIT 

Credit and Documents of Credit. —The student wlio lias 
\ elear eoiieeptioii of eivdit will not eon fuse credit, which may 
be an unused power, with credit documents, which are mertily 
the evidence of credit transactions. Wliile credit in its first 
form was, without doubt, oral creilit, we may assume that some 
evidenct^ of credit was recorded almost as soon as a means of 
re(*ord was devised. Credit documents, or credit instruments, 
have been develojied in such variety that we now have a credit 
instrument to fit any commercial need. As our credit system 
develops, (su’tain credit instruments may be discarded or fall 
into comparative* disuse, wJiile new ones may be de*vised, or old 
ones adapted to new condition.s. 

Classes of Documentary Credit. —Credit falls into two dis¬ 
tinct classes: credit of {general acceptability and credit of lim¬ 
ited acceptability. Instruments of f^eneral aerceptability pass 
freely about the community or state without question and usually 
at their face value. The only instruments which meet this quali¬ 
fication are certain forms of money. Confid(‘nce in all other 
credit instruments is somewhat limited. They are accepted, 
or i)erliaps rejected, only after careful appraisal. While both 
serve as a medium of exchange, the first class is generally ac¬ 
ceptable, while the second class varies from almost general 
acceptability to virtually no acceptability. 

Credit documents may also be divided into (1) orders to 
pay and (2) promises to pay. The document itself reveals in 
which class it should be placed, but it will be noted that certain 
documents, in different stages, represent each class. The chief 
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orders to pay are checks, drafts, trade acceptances, bills of 
exchange, circular letters of credit, money orders, etc., and the 
chief promises to pay are promissory notes, bank notes, book 
accounts, bonds, bank deposits, etc. The draft, for example, 
may be in each class, since it is first an order to pay and also 
becomes a promise to pay upon its acceptance. It will be seen 
that the acceptability of certain orders to pay is greatly en¬ 
hanced by conversion to promises to pay. The draft, which 
is again used for illustration, may have no value, since it is 
an order which the one on whom it is drawn is not obliged 
to honor. It becomes enforceable when the drawee agrees to 
pay it, that is to say, when it is accepted. 

A further classification might be made according to the use 
to which the credit documents are put. The open-book account 
might be classified as commercial, since it is used in commercial 
business transactions only, while checks, travelers’ checks, bank 
drafts, certificates of deposit, and a number of others might 
be classified as exclusively banking. Such documents as promis¬ 
sory notes, trade acceptances, drafts, and bills of exchange are 
both banking afljd commercial credit documents. Stocks, bonds, 
mortgages, and debentures are purely documents of investment 
credit. 

The main classification which separates credit money from 
credit documents is that of limited acceptability, because it is 
at this line of division that credit caution begins, and it is, 
therefore, this latter class with which we are principally 
concerned. 

Credit money is by no means of minor importance, and the 
student will find much written upon the subject, but it is not 
intended to treat of it here. A thorough knowledge, however, 
of the uses of instruments of credit of limited acceptability is 
essential to the student of credit. 

The Book Account. —^As stated above, credit was probably 
first oral, followed at a very early date by some form of writ¬ 
ten record of the credit transaction. This record was made by 
the creditor, since it was distinctly to his advantage not to 
forget the transaction. The development of this primitive 
record is the book account. Strictly, the book account is not 
a credit instrument at all, since it is only the memorandum or 
record of the credit transaction. It must be considered a credit 
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instrument, however, as it is the personal property of the 
creditor and may be sold by him, the purchaser acquiring? the 
same rij^rlit of action held by the seller. The most elemental 
form of book credit is illustrated by the purchase of some article 
by an individual from a retailer. Nothiiifjf may be said about 
credit or the time of payment. Perhaps even the price is not 
mentioned. Yet when the sale is made, there are implied all 
the conditions necessary to an enforceable contract. Confidence 
is mutual. It is necessary only for the i*ctailer to record the 
sale, and upon this record both seller and ])urchaser rely. 

In modern business there have been added many other evi¬ 
dences of debt besides the book entry. The retailer makes use of 
the sales slip made out in detail and usually in duplicate and 
often siprned by the purchaser. An identification coin, which 
serves to establish identity of the purchaser, may be used. Tluu’C 
are the records of the shipping and delivery departments. The 
whoh'saler or manufacturer usually has a sigmul written order 
which may state the terms and conditions of the contract. The 
records of the shipping department, the invoice, the bill of 
lading, the delivery rccei])t are all evidences of tlu? transaction. 
In the event of a dispute, the seller might have difficulty in 
proving the book credit, but he is greatly aided in the ])roof 
by this added support. 

The open-book account is a (piick and easy way of recording 
a sale on credit. It minimizes the time of both purchaser and 
sell(T, and obviates the necessity of carrying large siims of 
money to make cash payments. Again, it stimulates sales, since 
it is without doubt true that in some cases the individual would 
not buy if he had to pay cash, nor would tln^ business man 
buy so freely if he were obliged to give a note or trader accep¬ 
tance. The ])ook account may be sold, though it ranks much 
lower as a desirable asset than do most, of the other credit 
instruments, and the book accounts of the manufacturer and 
wholesaler are regarded as much more desirable than are those of 
the retailer. Banks frequently have book accounts assigned to 
them as pledges for their loans, and in recent years a large 
business in discounting book accounts has been developed by 
finance companies. 

One of the weaknesses of the book account as a credit in¬ 
strument lies in the fact that not in all cases is the maturity 
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of the credit sufficiently definite. No terms may be stated, in 
which case a ‘‘reasonable time’’ will be understood, or perhaps 
trade custom will fix the length of terms. Whether the terms 
are thus fixed by usage or custom, or by contract, payment is 
made through the voluntary action of the debtor, and there is 
no effective method of enforcing prompt settlement. The 
second principal weakness lies in the fact that the book account 
is not a prima facie evidence of the existence of debt, as arc 
most credit instruments, since it does not contain the buyer’s 
acknowledgment of debt. 

Negotiable Instruments. —Earlier in this chapter, credit 
instruments were classified as to general acceptability and lim¬ 
ited acceptability and further divided into “orders to pay” and 
“promises to pay.’^ Credit instruments might also be classified 
as negotiable and non-ncgotiable. The feature of negotiability 
is most important to the credit machine. Negotiability is the 
lubricant which has speeded up the credit machine and which 
has aided it in running so smoothly. While all credit instru¬ 
ments are negotiable in the sense that ownership can be trans¬ 
ferred, all are not negotiable under the restricted meaning of 
the word. Non-negotiablc instruments are governed by the law 
of ordinary written contracts, while negotiable instruments pos¬ 
sess certain added characteristics, which facilitate their transfer 
and give the holder, provided he is an innocent holder for value, 
certain special protection. The Negotiable Instrument law, which 
has been adopted in every state and in Alaska, District of 
Columbia, Hawaii, and the Philippine Islands, is a codification 
of the law which originated in the custom of merchants and 
which the law courts have recognized and endeavored to en¬ 
force 

Two principal characteristics which serve to distinguish nego¬ 
tiable instruments from ordinary contracts are (1) presumptive 
consideration and (2) negotiability. If a contract is in the 
form of a negotiable instrument, it has a presumption of con¬ 
sideration ; whereas, in an ordinary contract, one who brings an 
action upon it must prove that the promise he is seeking to 
enforce rests upon a consideration. This is an important point, 
since the first obstacle, the proving of the consideration, is 
hurdled. The burden of proof that there was no consideration 
falls upon the maker of the instrument. The second important 



DOCUMENTARY CREDIT 


27 


characteristic is the special feature of negotiability with which 
the law has eiulowed certain instruments. Ordinary contracts 
are often assignable, but the assignee, when he sues, is subject 
to all the defenses that might have b(*en set up against his 
assignor. Negotiability carries with it the following results: 
(a) The transferee gets a legal title and can sue in his own 
name; {h) if the transferee is a holder for value and without 
notice, he is free from the defenses that miglit have bec*n set 
up against his transferor, except those which would nullify 
the contract altogether. This means that the transferee, who is 
a holder in due course and without notice, by virtue of tlie law 
obtains a better title than was hehl by tlu» original hohler. The 
transferee is not subject to the personal tlefenses of fraud, duress, 
want of consideration, lack of title in the transferor, and the 
like; but he is subject to the defenses of forgery, alteration, 
infancy of the maker, or any contract void by statute (as a 
gambling contract). The importance of determining whether or 
not an instrument is negotia])le is based ])rincipally upon the 
fact that the transferees of a negotiable instrument liave the 
add(vl ])rotection which has been descriln^d above. 

Essentials of Negotiability.—hi order to b(‘ negotiable the 
instrument must conform to the following express ])rovisions 
of the act: 

1. It must be in writing and signed hg the maker or drawer. It 
Miay be written in ink, peneil, or any oilier legible manner upon any 
material strong enough to hold together. Any name by whieh the 
signer intends to be bound may be used, ineluding tradii names or even 
initials. 

2. It must contain an unconditional promise, or order, to pay a 
sum certain in money. The instrument is not uneonditional if it is 
to be effective only upon the hap]>ening of some contingency. It 
is not unconditional if payment is to be limited to a certain fund; 
it must be payable in any event. The unconditional feature is not 
necessarily lost even though the transaction from which the instrument 
arises is stated. Acknowledgments of the receipt of money such as 
“I. O. U.”, “received of Smith & Co. $75” are not negotiable. Payment 
must be in money.^ No other commodity is recognized by the law. 

3. The time of payment must he fixed or determinable. By a de¬ 
terminable time is meant on demand, a certain time after demand, 

1 The instrument may, however, give the holder the option of selecting 
another specified commodity. 
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date, sight; or a certain time after the happening of some event, pro¬ 
vided that event is sure to occur, such, as the death of a person. If 
the date of payment falls upon Sunday or a legal holiday, payment 
may be deferred to the next business day. The time of payment is 
further qualified by ordinary and reasonable business and banking 
hours. The instrument is not invalidated even though it lacks a date. 
The date when first delivered by the maker or drawer becomes the 
date of issuance, and this date may be inserted by any holder. 

4. It must he payable to order or to hearer or contain other 
words of negotiahility. The words "to the order of,” "or order,” "or 
bearer” indicate the intent of the maker to permit the negotiation of 
the instrument. 

5. It must he specific as to parties. An instrument is negotiable 
so far as this feature is concerned if it is made payable as designated 
in the preceding paragraph and, in addition, to one who maj^ not be 
named but who is so designated that his identity may be ascertained. 

6. It must he delivered. The instrument is not effective until it 
has been delivered with the intent to convey title, by the maker or 
his authorized agent. However, the innocent holder for value can 
hold the maker even though delivery by the maker was conditional 
or imperfect. This is one of the protections conferred by the law on 
the holder in due course. 

Negotiatioii.— Negotiation is accomplished by delivery if pay¬ 
able to bearer or by endorsement and delivery if i)ayablc to 
order. Negotiation may or may not be restricted by tlic en¬ 
dorsement. A blank endorsement is the mere signature of the 
endorser, and it has the effect of conveying title and adding 
the endorser’s guaranty to the instrument. The endorsement 
may be a special endorsement, directing the payment to be made 
to a particular i)crson, or it may be restrictive in its puri)ose. 
The restrictive endorsement may forbid the endorsee further 
to negotiate the instrument, or it may restrict by giving the 
endorsee title only for a specified purpose, as “pay to A to pay 
to B” or “for deposit to the credit of C.” The endorser may 
qualify his endorsement by adding the words “without recourse” 
or any words clearly showing that he does not intend to be 
liable as endorser. Such an endorser, however, cannot evade the 
guaranty that the instrument is genuine and that he had title; 
he merely evades responsibility for the payment of the in¬ 
strument. 

Presentation and demand for payment must be made on the 
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day tlie instrument falls due, and in the ease of a demand 
instrument, it must be presented for payment within a reason¬ 
able time from the date it is drawn. In determining the due 
date, the day the instrument is drawn is exeluded and the date 
of i)ayment included. IF maturity falls on a Saturday, Sunday, 
or legal holiday, the instrument is })ayable on the next sueeeed- 
ing business day. A demand instrument, liowever, may be 
pivsented on a Saturday at the option of the holder.^ 

Notice of Protest for Non-pa3anent. —In the event of dis¬ 
honor, notice must be given to drawer and endorsers unless that 
provision has been waived. Failure to giv(' notice may act to dis¬ 
charge the liability of the endorser. The hohhn* should, tlierefore, 
notify all parties in order to hold his full rights. Notice of dis¬ 
honor is usually giv(‘n by formal ])i*ot(‘st ])y a Notary Public 
although this is not ess(‘ntial. The law recpiires that a foreign 
bill of exchange, that is, one drawn ])y a ])(‘rson in one of the 
United States or in a foreign country, ui)on another ])crson resid¬ 
ing in another of the United States or in another country, shall 
be protested. It is w<01 to note in ])assing that this provision as 
to protest does not inclmh* promissory notc^s.^ 

Promissory Notes. —promissory note is an unconditional 
promise, in writing, signed by tlu‘ maker, to ])ay, in the I'liited 
States, at a fixed or determinable future time, a sum certain 
in dollars to order or to bearer.^’^ 

The promissory note is both a commercial and a banking 
credit instrument, and its use is common by both. It is a more; 
advanced form of credit instrument than the open-book account, 
since it is a |)ositive and Tinconditional promise in writing, and, 
if drawn to order or to bearer, it ac(|uin‘s the privilege's and 
protection afforded by the Negotiable* Instniments law. The sig¬ 
nificance* of the* promisseiry note? lie*s in the ])urf)e)se for which 
it is used, that is, to evidence inele*bte?elne*ss incurreul thremgh the 
purchase of geiods, or it may cover the advance of capital. In 

2 A few stJiti'S, viz., Arizona, Kentucky, and WiHc.onsin, liavej omitted 
this Saturday provision. It is also omitted in Vermont exeept as to the 
optional clause. 

3 Tlie student is recommended to a more complete study of the Ne¬ 
gotiable Imstruments law, if he is not already familiar with d. A very 
good digest of it will be found in the “Credit Manual of Commercial Laws.'' 

4 Federal Reserve Board, Regulation A, Series of 1920. 
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this latter sense, the note may be given for an outright loan of 
money or for a loan of capital in the form of an extension of 
the time of payment of a credit already due. 



The creditor's interest in the note as a credit document lies 
in liis necessity to appraise its value when offered to him by a 
debtor and also to appraise the value of any notes that his 
debtor may be holding as assets. In other words, notes may 
appear upon a financial statement as an asset, and they may also 
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ai)i)ear as a liability. Tlieir valuo must bo api)raisod in oithor 
case. 

When the promissory note is used in place of the open-book 
account, it lias certain distinct advantaj^es. 


IN CONSIDERATION of the ttMlcing, at the lequest of the undersigned, 
of the loan evidenced bjr the within note, upon the terms thereof, which 
are hereby agreed to by the undenigned, and of the sum of one dollar, the 
receipt of which is acknowledged, the undersigned (who, if two or more 
in number shall be jointly and severally bound), hereby guarantee to 
MANUFACTURERS TRUST COMPANY, in the Gty of New York, its 
successors, endorsees, and assigns, the punctual payment of the within note 
on demand or whenever it becomes due in accordance with any of the terms 
thereof, and hereby consent that the whole or any part of the security for 
said loan may be exchanged or surrendered, from time to time, or the time 
of payment of the within note or of any of the liabilities of the makers 
thereof, or of any of the securities therefor, may be extended, or of any of 
the provisions of said note may be modified, without notice to or further 
assent by the undersigned, who will remain bound hereon, notwithstanding 
such exchange, surrender, extension, or modification. The undersigned hereby 
waive presentation and demand upon themselves and upon the maker or 
makers for payment of said note, and also waive notice of non-payment 
thereof, notice of intention to sell, advertisement, time or place of sale of 
the collateral therefor, and all other notice in connection therewith. The 
liability of the undersigned on this guarantee shall be direct and immediate, 
and not conditiorul or contingent upon the pursuit of any remedies against 
the maker or makers of the within note, or the securities or liens that any 
holder may possess. This guarantee shall be a continuing guarantee of any 
and all notes given in extension or renewal of the within note notwithstand* 
iitg that the original note may have been surrendered, notice of such renewal 
or extension being hereby waived. 


Fit;. 2.—Kn(ltH'.sc.trrn*nf, Knuraiitt'o uwd with rolltitor.'il noU*. 


1. It is po.sitivc fvitifiift* ol' 

2. it ildinitcly fi.vos tin* time nntl thu amount of payment. 

3. Jt largely jnecludc.s tlie i»o.ssibility of dispute as to quantity and 
(piality t)f floods. 

4. It is a rnttn? effective means of securing prom|;t payment. 

5. It has a hij|rh<*r value? as a saleable asset than the open account. 

On the other hand, tin* advanta*»:es of the ofien-book account 
seem to outweigh those of the jiromissory note, since the great 
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Fio. 3.—Form of judgment note. Statutory requirements preclude the use of notes of this type except in a few states. 
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1 repondcrance of business is traiisaeted through the open-book 
aecouiit. Notes are extensively employed in but a few industries. 
Rarely does the consumer «:ive a note unless he is ])urchasinj 5 on 
the instalment plan. Comparatively rarely, also, does the manu¬ 
facturer iv(iuire a note from the wholesaler or retailer, or the 
wJiolesaler from the retailer, unless the retailin' be rej^arded as 
an interior credit risk, or to evidence a debt already due on 
which an extension of time is j^ranted."’ 

It is the inflexibility of the i)romissory note in addition to 
the simplicity and minimum accountinj>: in the use of the open- 
book fici'ount which makes the latter so jjreatly ])referred. The 
open-book account is adapted to the cash-discount system while 
the ])romissory note is not. The buyer may exercise either the 
oj)tion to |)ay cash or to take the full time allowed by the net 
terms if tlie account is in the open-book form, but there is not 
this Ilexibility when a note is fjiven. 

However, wliile the use of the ])romissory note f?ivcn in 
exchaniire for merchandise has jjreatly decreased, the use of the 
promissory noti^ j^iveii in exchanf?e for loans of money by banks 
has j»reatly increased. 

Special Forms of Notes. —Notes may bi^ drawn so that they 
are ])ayal)l(* in instalments or the amount to be |)aid may be 
covered ])y a series of notes usually of eipial amounts and with 
maturity dates eciually spaced. When either of these forms of 
notes is used, there is added usually the provision that upon 
default in payment of any of the instalments or any of a series 
of notes, as tlie case may be, all sul)se(pient instalments or notes 
shall at once become due arnl payabh* at the o])tion of the le^?al 
holder thereof. The effect of such a i)rovision is to convert notes 
with stated maturities into demand instruments, thus enablinf^ 
the holder to take approi)riate action at once upon the entire 
indebtedness, instead of separate actions as the instalments or 
notes become due, or an action delayed until the final payment 
became due. 

Certain other stipulations placed on the face of the note are 
legal in various states. In all states the payment of interest may 
be stipulated, provided the rate of interest is not illegal. In 
some states there may be included in a negotijible instrument a 

5 Exceptions are presented by certain industries, such as jewelry, lumber, 
etc. 
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stipulation for the payment of an attorney's fee or the cost of 
collection, if the instrument is not paid at maturity. These stip¬ 
ulations may be for the “cost of collection" or for a “reasonable 
fee" or for the addition of a stated percentage of the face of the 
note. The reader should realize, however, that, while “a reason¬ 
able fee" might not invalidate the instrument, a stated per¬ 
centage would if it were so high that the court might not regard 
it as reasonable or legal. 

Another form of note, which may be used in some states, is the 
judgment note. This type of note is illustrated on page 32. 
Its purpose is to avoid the delay and expense of a court trial, 
and at the same time increase the probability that the note will 
be paid at maturity. For, obviously, a debtor knowing a judg¬ 
ment may be promptly recorded against him if he defaults, will 
try strenuously to avoid default. 

Before accepting instruments providing for the collection of 
costs or for taking a judgment without trial, the creditor slioiild 
ascertain whether he could enforce such provisions in tlie courts 
of the state where such actions would necessarilj^ be brought. 

Bonds. —A bond is a written promise, under seal, to pay a 
specific sum of money at a fixed time in the future. Several 
other characteristics are usually found in the bond contract. 
The face of the bond is usually $100, $500 or $1,000; the time 
of payment is usually 10 years or more after the bond is drawn; 
and it is usually one of a scries of similar bonds all carrying 
a fixed rate of interest. The bond differs from the promissory 
note in that it is a more formal instrument, is under seal, and 
is one of a series all alike. It may be classified as follows; 

1. Character of Obligor ,—The two main types under this 
classification are civil bonds and corporation bonds. Under the 
first classification are found government, state, and municipal 
bonds, while under the second are industrial, public utility, and 
railroad bonds. 

2. Pwpose of Issue ,—Among the purposes of issue might be 
mentioned equipment bonds, school bonds, refunding bonds, etc. 

3. Characier of Security ,—Bonds may be unsecured, such as 
civil bonds and corporate debenture bonds, or secured by per¬ 
sonal guaranty or lien security. Under lien security will be 
found, among others, first-mortgage bonds, general-mortgage 
bonds, and collateral-trust bonds. 
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4. Terms of Payment of PrinvipaL —Bonds tlius cliissifiod arc 
called straight-maturity bonds, callable bonds, perpetual bonds, 
serial bonds, and sinking-fund bonds. 

5. Form .—Bonds may take the form of cou[)on bonds, reg¬ 
istered bonds, or registered coupon bonds. Certain bonds are 
negotiable. To be negotiable, it is iH‘cessary only that the bond 
fulfill the requirements of the Negotiable Instruments law. 

A bond is purely an instrument of investment credit, and 
it is as a liability of a prospective or actual customer that the 
credit man must usually appraise it, although it must also fre¬ 
quently be appraised as an asset. Whih^ usually the duration 
of mercantile or bank credit falls within the ])eriod of credit 
of the bond, and, therefore, has ]>reced(»nce ov(‘r the bond, it is 
well to remember that under ccrtaiii conditions the bond issue 
may become due almost overnight. The interest on the bond is, 
of cours(‘, a current obligation. 

Th(‘ civdit man in appraising the bond as a liability will be 
interested in the i)urpose of issue, the authorized amount of the 
issue, the amount actually issuc*d, th(‘ interest rate, the maturity 
date, and the metliod of rc'tirement. A further analysis of the 
bond will be made in a later chapter. 

Shares of Stock. —While shan»s of slock, strictly speaking, 
are neither orders to i)ay nor promise's to pay, tiny may, nevtT- 
theless, be treated as cnnlit instruments. A share of stock n^p- 
resents a fraction of owmu’ship in a cor|)oration, and the certifi¬ 
cate of fractional owiKU'shij) may b('. transferred from one to 
another, with certain restrictions, as arc o1h(*r credit instruments. 

The hohh'rs of share's of stock in many cases, whihi they are 
part owners of a corporation, take no part in the management 
of it but stand, rather, in the T>osition of a creditor who has 
loaned money to an enterprise in the ho])c of sharing in the 
profit made, either through the declaration of dividends or 
through an increase in the value of the stock itself. From 
another viewpoint, that of the corporation, shares of stock arc 
a means of obtaining permanent capital, and it is not a strain 
on reason to consider the corporation, becausci of its account¬ 
ability, as debtor to its stockholders. It is well to point out, how¬ 
ever, that the rights of all other creditors of a corporation are 
superior to the owner-creditor rights of the stockholders. 

On the other hand, the stockholder has not the usual rights 



36 CREDIT AND COLLECTION PRINCIPLES AND PRACTICE 


of a creditor. There is no stipulated maturity, no promise for 
repayment, nor can the corporation be in default to its owners. 
There may be no specified rate of return. The owner-creditor 
cannot compel the corporation to rci>ay. He can only transfer 
his right or property in the corporation to another. Since the 
stockholders in the aggregate are the owners of a corporation, it 
is incongruous to think that ownership has any credit obligation 
to itself. It appears, therefore, that, while it may be agreed 
that shares of stock are merely certificates of ownership, involv¬ 
ing no obligation to pay, they may best be regarded and treated 
as credit instruments. 

The two main classifications of stock are ‘‘common’^ and 
preferred.’’ Common stock represents ownership in a corpora¬ 
tion and carries with it the common rights of a stockholder but 
no special privileges. Preferred stock may not carry with it 
some of the rights and privileges of common stock, but it may 
have certain more or less valuable preferences. It may be pre¬ 
ferred as to assets or as to dividends or both, while, on the 
other hand, it is usually non-voting and its dividends are limited. 

There arc many variations of both common and preferred 
stocks, especially the preferred affecting the control, income, or 
risk of the stockholders. For example, stock may be partici¬ 
pating or non-participating, cumulative or non-ciimulative, re¬ 
deemable or convertible.® Assuming for the moment the posi¬ 
tion taken in a i)receding paragraph that the stockholders are 
creditors, it will be seen that while the stockholders’ rights are 
inferior to the rights of all other creditors, the creditor rights 
of the common stockholders may be inferior to the creditor rights 
of the preferred stockholders. 

The student of credit will be interested in certain other char¬ 
acteristics of stock. He will need to be able to differentiate 
authorized stock and issued stock, unissued stock and treasury 
stock, par value and non-par value stock. lie will also need to 
appraise shares of stock which may be held as an asset, as well 
as to consider their relation to the assets and liabilities of a 
business when representing capital of that business. 
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Text and Research Questions 

1. How may credit instruments be classified? 

2. What instrument of credit is assnnuul to be tho oldest credit 
instrument? 

3. List the reasons for the popularity of the book acc'ount. 

4. Why are the book accounts of tho ndailer generally subject to a 
greater discount than those of the manufacturer and wholesaler? 

5. What arc two chief weaknesses of tho book account? 

f). What effect has tho Negotiable Instriinumts law had upon tho use of 
credit? 

7. What is meant by an ‘' innocent holder for value'' ? 
iS. How is tho position of the transferee of a lu'gotiablo instrument 
strengthened by that law? 

9. What are tho six essentials of negotiability? 

10. How is title to a negotiable instrument tninsferred ? 

11. On what days do not negotiable instruments fall due? 

12. Why is it always advisable to protest indorsed instruments for non¬ 
payment ? 

13. What are five advantages of tho promissory note? 

14. Why is the oi)en account generally preferred over tho note as a com¬ 
mercial credit instrument? 

15. Define a collateral note. 

1(5. W^hat is a judgment note? 

17. How do bonds differ from notes? 

18. Why should a credit manager liave a knowledge of the use of bonds? 

19. What points should be considered in appraising the bond (a) as an 
asset; (6) as a liability? 

20. How do bonds differ from shares of stock? 

21. Why should shares of stock be included in a discussion of credit 
instruments? 

22. a. Draw a promissory note. Underneath the note list in abbreviated 
form the essentials of a negotiable instrument. Draw a straight lino from 
each of the essentials to the corresponding part of the note. 

b. List three non-essentials of a negotiable instrument. 

c. Illustrate three instruments which are non-negotiable. 
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DOCUMENTARY CREDIT (Continued) 

Checks. —It lias been held that the cheek fails to (jualify as 
a credit instrument, since, in theory, it is an order to a bank 
to pay instantaneously a certain sum of money which the bank 
is holding for that very purpose. Practically, however, instan¬ 
taneous presentation and payment is impossible; hence the check, 
through the element of futurity and the confidence of the payee 
that money will be exchanged for the check, which, after all, 
is tinged with some uncertainty, partakes of the nature of a 
credit instrument. Whatever argument, the theorist may ad¬ 
vance, one should never forget that credit caution is essential 
before the acceptance of any check. Because the use of checks 
is so general in this country, some persons overlook the fact tliat 
they arc essentially credit instruments and of but limited accept¬ 
ability. There is some risk involved, and before the payee 
assumes that risk he should satisfy himself on three points, 
namely, that it is the order of the jierson whose name appears 
as the drawer, that the drawer has a claim on a previously 
established quantity of credit with the bank on wliich it is 
drawn, and that the bank will be able to meet the demand made 
upon it.^ 

The check has become the most generally used medium of 
exchange in this country, but it is well to i)oint out in passing 
that, while it gives the holder the right to immediate payment 
in money, the chief use of the check is to transfer credit. The 

1 The danger that the bank would be unable to meet its check demands 
became real during the bank crisis of 1932 and 1933. Business men in 
many instances refused to accept checks in exchange for merchandise. Dur¬ 
ing the greatest alarm, when checks were received they were rushed to the 
bank for deposit or to be cashed. Deposits are now fully insured up to 
$5,000 and on a graduated scale in excess of that amount in all national 
banks and in those state banks which have qualified for deposit insurance. 
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bank ur banking system merely transfers tlie credit of the 
drawer to the payee and pays out comparatively ^little money 
over the counter. 

In tlie use of checks, a certain amount of care is necessary. 
The check is a negotiable instrument and hence is easily trans¬ 
ferred. Before it is presented to the bank on which it is drawn, 
it may pass from hand to hand cancelling many debts, thus 
avoiding the use of money, but such use of a check is attended 
witJi some danger, since failure to ])resent the check for pay- 
nu‘nt within a reasonable time will discharge the drawer from 
liability thereon to the extent of his loss occasioned by the 
tl(*lay. Korwanling a check to the hank on which it is drawn 
by a circuitous route may, as a general rule, be said to consti¬ 
tute negligence*, if delay is occasioned there])y. In the event of 
the failure of a bank, the loss on outstanding checks will be 
divided between ])ayees and depositors, the payees bearing the 
loss on any cliecks Avhich they have failed to pr(‘sent ^‘within a 
reasonable time,^’ subject, of course, to deposit insurance. 

TJie bank is under no obligation to the hohhu* of a cheek until 
it accei)ts or certifies the check. The holder of a cheek can 
only present it for payment i)romptly and, in case it is dis¬ 
honored, give the drawer due notice and thereafter sue the 
drawer. The drawer, liowever, if ids cr(*dit lias l)een damaged 
by the wrongful dishonor of his cheek by a bank, can recover 
whatever sum is fixed by the discretion of a jury. 

It is also well to bring to the aU(*ntion of the student of 
credit ijractice that the iiayee who liolds a check marked ‘Mn 
full of account’' when, as a matter of fact, tin* ch(*ck is not in 
full of account, may accept the ch(*ck and move to collect the 
balance. Though this lias been changed by statute in some 
states,2 the general rule is as follows: 

If the claim is liquidated and there is absolutely no question as to 
the amount due, a check for a lesser amount than the claim, even 
though marked ‘Tn full of account,” does not settle the account, and 
the creditor may keep the check and sue for the balance.® 

The creditor, however, may not accept a check sent in full 
of account and then sue for the balance if there is a dispute 

2 Among them are Alabama, California, Georgia, Now York, North Caro¬ 
lina, and Virginia. 

3 <‘Credit Manual of Commercial Laws,’^ 1941, p. 289. 
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over the amount due. In that event, he may return the check 
and sue for the amount claimed by liim, or he may accept the 
check’ in full payment of the claim which it covers. 

Certified Checks. —Ordinary checks, frequently termed ‘‘per¬ 
sonal” chocks, vary greatly in their acceptability. The seller 
may be unwilling to accept the buyer’s check or, having accepted 
it, feel uncertain as to its payment. The drawer, who has 
directed the bank to pay, may also direct the bank to stop pay¬ 
ment of the check. The risk attendant upon an unpaid cheek 
is largely overcome if the bank certifies the check. This is ac- 
complislied by having the bank stamp the word “certified” 
upon the face of tlie instrument and having the cashier or bank 
teller initial the certification. At the same time, the amount of 
the check is deducted from the dei)ositor’s balance, and the 
instrument lias become the bank’s acceptance. The drawer, the 
payee, or other holder of the check may rciiuest certification. 

The bank is under no obligation to certify checks, but it is 
done as an accommodation or as a service to its depositors. The 
value of certification lies in the fact that the promise of the 
drawer has been changed for the promise of the bank. Payment 
is thus virtually insured, although the drawer may, for valid 
reasons and with the consent of the bank, delay or stop payment 
altogether. Payment is virtually certain if the bank remains sol- 
v(*nt. Should a bank that is not a member of the Federal Deposit 
Insurance Corporation fail, the question as to who would bear the 
loss dejiends largely upon at whose reciuest certification was made. 

Cashier’s Checks. —A cashier’s cheek is a bank’s order to 
j)ay drawn upon itself. It is called a “cashier’s check” because 
the cashit^r is usually the officer who authorizes the payment. 
This instrument is ordinarily used by a bank to pay its own 
obligations, but a cashier’s check may be purchased by a cus¬ 
tomer or an outsider for a small fee. As a credit instrument, 
the cashier’s check ranks with the certified check. 

The “Bad, Check” Law. —Just as the Negotiable Instruments 
law was intended to facilitate and make safe the use of credit 
instruments, the Bad Check laws are intended to protect the 
seller or creditor who accepts checks in lieu of money. The 
effect of the law is to facilitate trade by promoting the use of 
checks. The laws in general provide that a maker who issues 
and the holder who negotiates a check, knowing that there are 
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iiisuffieiont funds or civdit to meet it, are of a crime. The 

sti'eiigtli of the law lies in the provision in most of the statutes 
tliat i)roof that a ‘W*heek, draft, or* order was made, drawn, 
uttered, or deliveredand payment Avas refused by the drawee 
because of lack of funds or eretlit, establishes a prima facie ease 
of intent to defraud and of knowledj»:e of insufficient funds in, 
or credit witli, the bank. The result is a shifting of the burden 
of evidence from the prosecution to the defendant. Under the 
general laws relating to the intent to defraud, it wm next to 
impossible to prove that the giving of a woilhless check was 
with the intent to defraud. Under the i)res(‘nt laws, it is incum¬ 
bent on tln^ defendant to prove that it was not given with intent 
to defraud. 

In many of the states, the giver of a ^‘not-good’’ check is 
given a definite time, varying in the diflVrent states from 24 
hours to 20 days, in whicJi to make the (*heck good and thus 
remove tin* ])resumption that it was givtui with fraudulent in¬ 
tent. Such an act merely removes the not-good check as prima 
facie evidence and shifts the bui’den of proof back to the ])rose- 
cutioii in tlie event it is desired to j)rosecuto for intent to 
defraud. 

Prosecution in some of the states may not be started until 
this time allowance has elapsed, and in othc»r states shall be 
abated if payment is made within the limit specified. 

Whether the law includes a clH*<*k givcui i!or a iireexisting 
debt is a point not yet settled for all states. It is h(‘ld that 
the law applies to the giving of valuii in (‘xchange for the check 
and that the creditor, when Ikj accepts a check, is not deprived 
of anything of value, nor has the giver of the check scicured 
anything of value from his creditor. The njcipient of the check 
had a creditor’s right the status of which lias not been changed 
mer(»ly by the receipt of the check. Such a check may have 
been given wdth no int(?nt to defraud but to escape the harass¬ 
ment of an importunate cn;ditor. On the other hand, it has been 
held that in such a case the check is given because the giver 
expects to gain an advantage thereby. He expects to deceive 
Iiersons who are jiressing for iiaymcnt; he expects them to think 
a debt paid when it, in fact, is not paid. The position is taken 
that by the issuance of such a check a prima facie case is estab¬ 
lished which may be rebutted in trial, and then the intent to. 
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defraud and the insufficiency of funds become a matter of fact 
for a jury to determine. 

If the check be postdated, another factor is brought in for 
consideration. The weight of authority is to tlie effect that one 
who accepts a postdated check cannot resort to the Bad Check 
law if the check is dishonored because of lack of funds or credit. 
But to this also exceptions must be noted because of diff(‘rent 
state court decisions. The reasoning in regard to i)ostdated 
checks is clearly set forth in the following ilecision of the liigliest 
court of New Jersey: 

The giving of a <theck presently payal)lo is an implied repre- 
.sentaiion by the drawer that he then lias funds on deposit in the 
bank upon which it is drawn sufficient to meet it upon its presenta¬ 
tion for payment. The giving of a jmst-dati'd check carries with it 
no such implication, but rather the contrary. It is a men* promise 
to discharge a present obligation on a future day. And the fact 
of its non-payment when the due date arriv(*s—without more—is no 
more evidence that it was given with framlulent intent than is the 
jiermitting of a promissory note to go to protest proof of such intent 
or the failure to pay the purchase price of goods sold on credit stand¬ 
ing aloiu* eviilence of fraud in the making of tla* (ontract. Fraud 
is never jiresumed, but must always be jirovcul, and an intent to de¬ 
fraud cannot be jjreilicated solely uj)on the mere non-performance of 
a future promise. The <dtation of authority in support of such proposi¬ 
tion is unnecessary.^ 

The New York Bad Cheek law, essentially the same in ])rin- 
eiple as the laws of other states, is fpioled in full. This law, 
it will be noted, maki*s the offense a misdemeanor or larei'iiy 
according to the circumstances attending the giving of the 
cJieck. 

$ I2t)2-a. Issuing fraudulent check, draft or order; how punished. 
Any person who, with intent to defraud, shall make or draw or utter or 
deliver any check, draft or order for the payment of money either in 
his own behalf or in behalf of any other person, or as an agent or 
representative of another or as an otlicer or ag»*nt of a corporation or 
purporting to be such agent, representative or officer, upon any bank 
or other depositary, knowing at the time of such making, drawing, 
uttering or delivering that the maker or drawer has not sulbcient funds 
in or credit with such bank or other depositar>' for the payment of 

4 vs. Barone, X. J. L. 9, 118 Atl. 779. 
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such chock, nlthoug:h no express repix'sentation is nuulc in reference 
thereto, shall he j^uilty of a misdemeanor; and if money or property 
is obtained from another thereby is jruilty of larceny and punishable 
accordingly. In any prosecution under this section as against the 
maker or drawer thereof, tlie making, drawing, uttering or lielivering 
of a check, draft or order, j)ayment of wliicli is refused by the tlrawee 
because of lack of funds or credit, shall be jiriina facie evidence of 
intent to d(*fraud and of knowle«lge of insutheient funds in or cretlit 
with such bank or other dei>ositary. Where such check, draft c»r order 
has been protested, the notice of protest thereof shall be admissible as 
proof of such presentation, nou-]>ayinent and j>rolcsl, and shall be j»re- 
sumptive evidence tliat there was a lack of fuinls in or with such bank 
or other deixisitary. Where such check, draft or ordi'i* has inU Imumi 
protested, a certilicate under oath of the cashier of such bank or tdlan* 
depositary that there was a lack of funds in or with siu'h bank i>r othm* 
depositary shall be atlinissible as ]»nM»f and siiall be presumptive evi¬ 
dence of such lack of funds. The word <*redit as used herenn shall 
be construed to mean an arrang<‘ment or umlerstamling with the bank 
or dc*jK)sitary for the i>ayiiu*iit of such che<*k, dralt or ord(‘r. 

5 2. This act shall take elfect September tirsl, nim'teen hundred 
thii’ty-three. 

In making us(* of the law, it is ivcoinineiKhHl that tin* enulitor 
serve a written iioti<*e calling upon the maker or bolder who 
|)asse(l the check to make it good within a certain nnml)(*r of 
days, which, most logically, will eoincidi* with tin* limit fixed by 
the law. it may add to the efl'cet of such a notice to enclose 
with it a copy of the Ibnl ('ln‘ek law. The creditor is cantioned 
again.st making any threat in the letter of notice, becanse the 
threat may constitute a penal ofl’eiise, or it may be considered 
as blackmail or extortion. 

The Bill of Exchange or Draft. —The bill <d* exchangt* or 
draft is a written order sigmsl by the giver or drawer ordi'ring 
the person to whom it is addressed to pay a <lefinite sum of 
money at a definite* or determinable tinn* to the order of a third 
person or to liearer. The third person or payee is fr(*,(|nently 
the same as the drawer. It will be not(‘d that this eredit instru¬ 
ment arises out of the initiative* of the er«*ditor. It is his demand 
rather than the debtor's promise to pay. Since th(*re is not 
gen(*ral confidence that llie draft will be accepted and, if ac¬ 
cepted, paid, tlie in.strument has very little value until the 
drawee has signified his intention to honor it by writing the 
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word ‘‘accepted^’ across its face and then signing it. Upon 
this act, it becomes the drawee’s promise to pay or ‘^acceptance.” 
In domestic commerce, the instrument described above is usually 
called a “draft,” whereas the term “bill of exchange” is gen¬ 
erally used in foreign transactions. Drafts are usually classified 
according to their time of payment. Thus we have sight, or 
demand, drafts; time drafts, payable at a fixed future date; and 
arrival drafts {i.e., payable upon arrival of goods, at their 
destination). 



Fki. 0.—Form of draft. 


Drafts have largely disappeared as credit instruments em¬ 
bodying the credit arising out of the sale of goods (although 
certain industries present exceptions), but the draft is a collec¬ 
tion instrument of great favor with some credit men. A modi¬ 
fied form of the draft, however, is in consiilerable use in the 
form of the trade acceptance, which will be dLscussed in the 
following section. 

The Trade Acceptance. —The Federal Reserve Board has de¬ 
fined a trade acceptance as a “draft or bill of exchange, drawn 
by the seller on the purchaser of goods sold, and accepted by 
such purchaser.” From this definition it will be seen that a 
trade acceptance is a credit instrument ])ropcrly used only by 
the selhu* and the buyer of goods where a sale of goods is in^ 
volved. Tn fact, as will be seen in the illustrated form of the 
trade acceptance, it specifically states: “the transaction which 
gives rise to this instrument is the purchase of goods by the 
acceptor from the drawer.” Thus, the trade acceptance in its 
proper usage has, as the cause of its origin, tlie sale of mer- 
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chandise, which itself may he the source of the funds wliich 
will redeem the acceptance at the proper time. Tluis we say Il\e 
paper is self-licpiidating in eharacter and. for that rea.son, finds 
more ready aceeptance if the hohler wisiies to <iiseount it at. hi.s 
bank. 

The trade acceptance is not a new eretiit instrument, ns it 
was in general use prior to the Civil ^Var. S\ihse<piently. it 
was di.splaced in the favor of business num by I lie open-book 
account, which, as we have .seen, is more adaptalile to the cash- 
discount S 3 'stem. Tlie h'edfral lieserve .Vet fo.sters the use of 


TRADE ACCEPTANCE 

NewYorV, N.Y-. 19 


altrr 


pay to ihr order of OURSELVFS 


g I ‘I I I P"”*" 

The rrai^ction ur|iich ft** i> ^rrument U the fHirt-h*»e of gntKii hv the acceptor from the 

drawer. f|^he draij^ee nla| acc^it this bill payable at any bank, rruat company or banker'! office In the 
United S^trn whffh ha Aay cf^nata. § 
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tiu* tnido am'ptaiiuc, and an intunsivr campaign Tor its use was 
institutcfl both ])y banks and hy tliu National Associatinn ol* 
Cri‘dit .Men. The <'ai]ipait;n was only partially surrrssrnl. .In- 
ilustry has not to any <*onsidrrabh* d('ji:i'('c oinbracud the iiso of 
the trade aeeeptanee, although it is in jruiKoal usi* in errtain 
industries and sporatlieally used in otbors. The trade aeeeptanee 
is desi<»:ned If) su|»plan( in its use lioth tin* ojien eredit ol* the 
book aeeount and the elirek in jiaynirnt of it. In praetiee, the 
trade aeeeptanee is bandied as follows: The seller of in<u*eharidiKc 
aeeoiupanies the *joofis or the invoiee with a trade aeeeptanee 
form, often in duplieate to enalde tin* liuyer to retain a eopy 
for his files. The buyer aeeepts the «h)eunient by sif^iiinj? his 
name across its face, dalinj? it, ami desit/natin*]^ the bank where 
it is payable. Tl is returm*d to the .sellcu*, wiio may di.seoiint it 
at his hank or hobl it in his safe until it matures. At its 
maturity it is treated exaetly like a eheek hy tlie holdi?r, the 
payee bank, and in fact any bank which may nej^otiate it. 
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This is accomplished through the fact that the Negotiable 
Instrument Act provides that an instrument payable at a bank 
is equivalent to an order to the bank, to pay for the account of 
the debtor. The trade acceptance does not nullify the cash 
discount option, if there be one, for tlie purchaser may, of 
course, return a check in immediate payment instead of the 
acceptance, but tlie claim is made by some that the tradi‘ accept¬ 
ance suggests that the longer term of cr(‘dit be taken. Whether 
or not this is a disadvantage to the seller depends upon the 
worth of the money, the possibility, of collection expense, and 
the greater risk resultant from the longer credit period. It 
was the expectation of the sponsors of the trade acceptance that 
its use would enhances the credit standing of the acceptor, since 
he would show his willingness to bind himself to payment, and 
by honoring his acceptances lie wouhl establish his ability to 
pay. That this is not entirely the result may be ascrilM‘d to 
1h(‘ abuses of the tradi* acceptance, two of the more common of 
which are mentioned. 

The purchaser on an open-book account basis, having an 
amount due ami desiring the use of the capital for a longer 
period, asks his creilitor to accept a tratle acci*ptance. The 
r(‘(|uest is made (‘ither through ignoran(*e of the jirojier use of 
that instrument or in the hoiie that the bank where a(*cepted 
will be deludi'd in thinking that the acc(‘ptance cov(‘rs a curri'iit 
transaction. This is plainly a mi.suse of the trade acceptamv, 
since it dot's not arise out of the purchase of goods but out of 
a book credit. Some* civdit men utilize the trade acci'jitance 
only when the credit of the customer is not sufTficit'iitly Ingli to 
warrant a sale on an open-actMiunt basis. Such a customer, it 
is felt, is more surt' to pay when due if he has given his writttm 
])romise to do so. 

The statemt'iit was made by its s|)onsors that the trade ac¬ 
ceptance would facilitate the financing of trade, siiu'e banks 
would freely buy this current, two-naim* *‘j)apt*r.’* In jiractice, 
this has not materialized. Hanks have .shown a disinclination to 
take the acceptor s credit into consideration, buying or ndecting 
the paper according to the .strength of the credit of the concern 
offering it. Business men or concerns enjoying good civdit have 
preferred to borrow on their own promissory note. It will be 
readily seen that the signature of the small distant purchaser, 
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for example, would add nothin*? to the credit strenjrth of the 
large e6rj)oration of nation-wide reputation and uiupK^stioiied 
credit. 

Other reasons may be cited for the non-ado|>li(in of the trade 
acceptance. One is that neither buyer nor st'lhn* sees snflicient 
fault in the open-book aeeount system to lu'cessitate a change. 
The buyer who may have difliculty in meeting his payment at 
maturity hesitates to bind himself by a writti‘n promist'. Ther^ 
is more elasticity of the op(‘n-])ook account tlian is possibh* with 
the trade acce})tance. 

If the dat(‘ of ])ayment is rigid, the l)uyer may buy )nore 
conservatively. Hence the seller may bc‘ willing to waive the 
written acceptance. Then, too, it is said that the i)urcluiser 
does not have a chance to c'xainim^ tin* goods. This rt>ason is 
not valid where invoice and acccj)tance aci'ompany the goods 
or where the seller gives his permission to withh(»ld the acc(»])t- 
ance until the arrival of goods. 

The vendor of limit(‘d capital who iinds it necessary to 
hypothecate his r<‘ceivahles might well |)ress the use of the trade 
acceptance, since he will tinance himself with more east* and at 
less cost than through tlu* Jiypothecation of accounts i*(*ccivable. 
It is well to point out that in cither case a contingent liability 
is crt‘/itt‘d and that the hypothecation of accoinits rt'ceivable 
especially is looked upon with coiisiflcrabh* <lisfavor by credit 
men for reasons that will be staled in a later chapter. 

Bank Acceptances.— lU- virtue of an amcndnuuit to tlu* Fed¬ 
eral licserve Act it became lawful for banks to give domestic 
acc(‘ptancc.s. Through this instrument, banks lend their credit 
to tlu* i)urchaser of mendiandisc by the assumption of an obli¬ 
gation to pay. Tlie si‘ller may be unwilling to accept the buyer’« 
credit, but he would have no hesitancy in making shipment uimn 
the strength of a bank’s acceptance. L<‘t us assume that A, in 
New York, wishes to i)urchase from H, in Birmingham, Ala., 
a (juantity of cotton. B is uncertain as to A’s cr(*dit, and fur¬ 
thermore he woubl lik(^ to s<*ll for cash. A therefore arranges 
with a New York bank to accept IFs draft drawn at 90 days 
from sight. B sells the bank’s acceptance to a bank in liirming- 
ham, which may, in the event that it needs funds, resell or, 
as it is termed, “redi.s(*ount” it. Thus it will be seen that 
neither the buyer nor the .seller has funds tied up in the trans- 
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Fig. S.—Acceptance agreement. [Concluded.) 
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action, nor has the issuing bank during the duration of the 
draft. The transaction is financed entirely by credit, the funds 
actually being supplied by the purchasing bank in Birniingham. 
A may have sufficient credit with his bank so that the acceptance 
is obtained at a small cost, or the bank may require him to turn 
over to it collateral as surety that when the acceptance becomes 
due, he will have the funds to meet it. 

The bank acceptance also affords the holder of a warehouse 
receipt a means of transferring the money invested in the com¬ 
modity to a bank. The bank exchanges its acceptance for llie 
warehouse receipt, and the acceptance is then sold in the open 
market for the liighcst price or, in other words, at the lowest 
discount. 

Travelers’ Checks. —traveler's check is, in effect, a promise 
to pay given by a bank, express company, or tourist agency, 
payable to the order of the purchaser as i)ayee. These checks 
arc easily obtainable, since they are furnished by almost every 
bank and tlie large express companies and for convenience are 
usually furnished in denominations of $10, $20, $50, and $100. 
Their superiority to the personal check for one traveling is 
obvious, wlu‘n it is understood that they are generally accepted 
by hotels, tourist agencies, railroads, the larger stores, and banks. 
The ability of the drawer to ])ay is umpiestioned. When the 
traveler’s check is i)resented, the i)oints for consideration are 
the validity of the instrument, that is, whether it is what it 
pur])orts to be or a forgery, and the identity of the i)ayee. This 
latter is determined through the signature of the i)ayee. When 
the traveler’s check is i)urchaseil, tlie i)ayee signs in the i)resence 
of the issuing bank and signs again in the presence of the i)aying 
oftictu*, who satisfies himself that both signatures were made by 
the same pei*son. These checks are ])ayable at par in the United 
States and Canada and at the current rate of exchange in other 
countries, thus ])ermitting the traveler to obtain the currency of 
the country in which he may be traveling. 

These convenient credit instruments are considerably used by 
othoi’s than travelei*s, as a substitute for the 1)01*801131 chocking 
account, as they find a more ready acceptJibility, on the one hand, 
and are safer than carrying an equivalent amount of cash, on 
the other. The cost is small. They may be purchased for their 
face value plus a commission of ^{4 per cent. 
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Warehouse Receipts and Bills of Lading.— The warohousc 
receipt and the bill of lading are both documents wliich, tech¬ 
nically speaking, are not credit instruments. They are, rather, 
documents of title; but, although there is no direct promise to 
pay in them, there is the surrender of possessitju and the implied 
promise to deliver the mereliandise. They may, therefore, be 
treated as credit instruments. 

The warehouse receipt is an acknowledgment of the w>ire- 
houseman that he has received for storage certain goods which 
will be delivered on demand, provided th(‘ terms of the ri*cei|)t 
are complicfl with."* 

The wareliouseman or eomi>any. usually abbreviated to just 
the warehouse, agrees to the safe custody and tlu‘ red»‘livery 
of the goods described by the receipt upon payment of warehousi' 
charges. The warehouse n*ceipt may l)e n(‘gotiabh* or }iori- 
negotiable, the distinction being that under th(» non-negotiable 
form the goods will be delivered only to the di‘positor, or one 
named specifically in the receipt, wliile th(‘ negotiabh* form iJer- 
mits th(* goods to be delivered to the bearer or a spt*cilietl person 
or on his ordiu*. Warehouse receipts are frequently'i‘mploye<l 
as collateral for bank loans. They |)rovidf‘ desirable collateral 
provided the merchandise is not subject to rapid physical de¬ 
terioration or to excessive mark(‘t <le|)reciation. 

A bill of huling is a document issu<*d by a common carriiu’ 
to a shipper whicli serves as a receipt for goods, a contract. 1o 
deliver the goods, and a <l<K*ument of title. 

Bills of huling are of two kinds, the straight, and the onler 
bills of lading. Tin* straight bill of lading is non-negotiable 
and is jinmiinently so marked, while the ordi'r bill of huling is 
negotiable. The carrier acts as baih‘(! whih? tin; goods are in 
his pos.session. l^ills of lading are an irnportafit form of col¬ 
lateral available to banks as .security for hiaiis, particularly Ilu‘ 
order bill of lading. Under the straight bill of lading, the 
non-negotiable form, title to the gofids rests with the consigru'c, 
while under the onler bill of lading title is retained by the 
person to whose onler the bill of huling is maile out, usually 
the shipper himself, until the bill of lading is endorsed ;ind 
delivered to another by which act title to the shipment is eon- 

5 Warehouse Keceipts aa Collateral,’* jui. .'I lf» 0. 



56 CREDIT AND COLLECTION PRINCIPLES AND PRACTICE 



MiinjEiiTHrHBRS Tbi^ 

CIRCULAR LrrrcR or credit 


s^csdi. 

(^lUCenten; ^ 


up^iyAxn/Auyyu^it' 

cuj^ln <v( 4!taf(d 

>lAK0rACTTTWM*O 


fcc /ii't|iiiicii 

i)ol f ti i4 
if)of£a/i^ A>n 
>ST Company 


.^iuK d^afti lo 6ea^^^e^<lal 


xoi 

.ouv Sfi 
o/u 


►ea^Jwve xlal^ipml^ tiuntl>«/i//o|' IlilA ^c^dit 
i.H/ yvti 1/ pxCACUCC^Xllul ifi/C 
jfam^^X^i^Jifv^ ^p^citnen appealing ott 
^M?rt9la0000 .Cfincn4ttt<J paid 
^xjUfeM/omAnd W^tv.<xlWu^Ntcilll\^^ S^tUx 
idyAiid//dtadl«4i';t^ |iiuvEd/*a|i. 
loR^d^tafU n«^laUdii>y ^jot^in accpidanc*^ 
jpud fSudii,onovjl^Ur'^^^^ ^ 

o<lue,Aonox'A^^)leW^^^U<^ 


Fig. 9.—Circular letter of credit. (Front.) 
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-Circular lett<»r of credit. ^'Reverse.) 











TtroanrOoMBasr 

ClMCUUkR LeTTKR or CREDIT 
leaucD ev *■ 


HO. 0000 4^ XT 

I V 

I ^titfenutv: ^ 

f iifttod^^ xwui^OMHtty »rI jtu im 


JO-^. 


Kutei^U^ 






Ma^otactu 


iW 44?ijnitcii 
ax^ 

iJ)4>f£at^/on 

rsT Company 


SUaft^t 

J0Ll€'l9j^MOk 


Uo/f vU'xialtftmct iuinil>^>o|^ (Iti^ /C^^d^t 
t|4M4 V pt^^cttcc' mui iXu^ 
Xa«^^JJ^JA^4|Kciirun appealing otv * 
0toi 0000 . (ftnourUd paid 
SAxiUbM^tv.and ^^^n'/«a:^ul4t^t ed ifiU Stttet/ 

ilR^>(ka|td n<^o(iaUdy^^<w 

Qujdjit,on^Qxjl)J^^ ^ 3 ^ 


Fig. 9. —Circular letter of credit. (Front.) 
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veyed. The carrier, not knowing who may have title, will 
deliver the shipment only upon surrender of the bill of lading 
properly endorsed. The order bill of lading in the hands of a 
bank is, therefore, equivalent to possession of the shipment and 
consequently excellent security for any loan, provided the ship¬ 
ment is not of a perishable nature, has a ready market, and is 
not subject to much depreciation in price. The straight bill of 
lading does not offer the same protection to the bank, since 
delivery may be made by the carrier to the consignee without 
the surrender of the bill of lading. 

The order form of bill of lading permits the shipper to make 
what is equivalent to a C.O.D. freight shipment. The order bill 
of lading properly endorsed and accompanied b}"^ an “upon 
arrival of goods” draft is forwarded to a bank in the consignee’s 
city. Upon arrival of goods the buyer goes to the bank, pays 
the draft, and obtains the bill of lading, which will enable him 
to get possession of the shipment. 

Letters of Credit. —^lietters of credit are divided into two 
classes: traveler’s letters of credit issued for the purpose of 
providing the traveler with funds, and commercial letters of 
credit, is.sued for the purpose of overcoming the obvious difficul¬ 
ties arising between foreign buyers and sellers in arranging for 
trade and credit terms and means of collection." Letters of 
credit of both classes accompli.sh their i)urpose by substituting 
the credit of the bank for that of the individual, firm, or cor¬ 
poration. 

A traveler’s letter of credit is a letter from a bank addressed 
to one or more of its correspondents stating that drafts not to 
exceed a si)ecified sum drawn by tlie beneficiary will be honored 
by the bank. When the letter is addressed to only one corre¬ 
spondent it is said to be a specially advised form, while if ad¬ 
dressed to a number of correspondents it is called a circular 
letter of credit. 

The traveler, in purchasing a traveler’s letter of credit, 
usually pays the full amount of the credit to the bank plus a fee 
of about 1 per cent, although in some cases it may be arranged 
that payment will be made to the bank only as drafts are drawn 
upon it. The purchaser receives from the bank not only the 


eMuNN, G. G., “Bank Credit.” p. .3.3. 
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letter itself but a complete list of correspondents which will 
honor the letter, a letter of indication (or identification) intro¬ 
ducing the traveler to the correspondent and hearing tlie trav¬ 
eler's signature, and also a telegraphic code by means of which 
the traveler may communicate with his bank. The signature of 
the traveler, a specimen of which is found in both the letter 
of credit and the letter of indication, is his means of identifica¬ 
tion. The traveler, desiring funds, presents tlie letter of credit 




Fio. 10.—The letter <»f iiulieation. 


to a correspondent, who in turn draws a draft on the issuing 
bank which the beneficiary must sign. Payment when .made by 
the correspondent to the beneficiary is recorded by the cor^ 
respondent upon the back of the letter of credit. Each cor¬ 
respondent to whom the letter is presented is thus informed as 
to how much credit is still unused. When the credit has been 
exhausted, the bank making the last payment retains the letter 
of credit, which, with its draft, is forwarded to the issuing bank. 

The commercial letter of credit, while the same in principle, 
is usually more complicated than the traveler's letter of credit. 
The commercial letter of credit is the means by which the bank 
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Fig. 11.—Irrevocable commercial letter of credit. 


substitutes its credit for that of the individual, firm, or cor¬ 
poration, for the purpose of facilitating trade, particularly for¬ 
eign trade. It has been specifically defined as 

... an instrument drawn by a bank, known as the ^^credit-issuing 
bank’’ (and eventually the “drawee bank”), in behalf of one of its 
customers (or in behalf of a customer of one of its domestic corre- 
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spondents), knowp. as the “principal” (who guarantees payment to 
the credit-issuing bank), authorizing another bank at home or abroad, 
known as the “credit-notifying or negotiating bank” (and usually the 
“payee bank”), to make payments or accept drafts drawn by a fourth 
party, known as the “beneficiary,” when such beneficiary has complied 
with the stipulations contained in the letter.^ 

The stipulations may be many and varied. The purpose and 
manner of using the letter of credit are easily comprehended 
when illustrated. 

The Import Company of New York wishes to purchase a 
quantity of Irish linen from The Export Company of Ijondon. 
The latter company, unwilling to take the credit risk of The 
Import Company, has stipulated that shipment will be made 
upon bankers’ credit. The Import Company applies to its bank 
for a letter of credit, which, after careful credit investigation, 
is furnished by the bank. One of the stipulations is that The 
Import Company shall pledge tlie goods as security. Upon 
receipt of the letter of credit The Export Comi)any proceeds to 
ship the goods, forwarding the bill of lading together with its 
draft to a London bank. Tlie London bank, presumably tlie 
credit-notifying bank, notes that all the stipulations of the letter 
of credit have been observed, and pays the draft, thus closing the 
transaction so far as The Exi)ort Company is comrerned. The 
negotiating bank, in turn, charges the credit-issuing bank and 
forwards both draft and documents to the credit-issuing bank. 
The latter bank surrenders the documents to Tlui Import Com¬ 
pany upon receipt of funds from that company, or, i)crhaps, 
the shipping documents are surrendered by the bank in ex¬ 
change for a trust receipt. 

There are a number of variations of the letter of credit. It 
may, for example, be an export, import, or domestic letter of 
credit. It may be supported by a bill of lading and relative 
papers, in which case it is called “documentary,” or it may be 
“clean,’' that is, relying upon general credit alone. It may 
be in dollars, sterling, or other currency. It may be revocable, 
irrevocable and unconfirmed, or irrevocable and confirmed. The 
latter is the safest for exporter and importer, since the issuin.g 
bank cannot withdraw its credit, and the credit-notifying bank 

7Munn, G. G., ‘'Bank Credit,'' p. 34. 
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has added its unqualified assurance that the obligation will be 
performed. 

An ^‘authority to purchase’’ may sometimes perform the 
function of the commercial letter of credit, but the aiitliority to 
purchase differs from the letter of credit in that the shipper is 
instructed to draw upon the importer instead of upon the bank. 
The draft, thus drawn, is bought by the notifying bank. The 
authority to i)urchase is but little used except by banks in the 
Orient to facilitate imports from the United States. 

The Trust Receipt. —The trust receipt is a trust agreement 
or contract between the bank and its borrower temporarily sub¬ 
stituted for other collateral securing a loan. In general, the 
trust receipt evidences the delivery of certain i)roperty by the 
bank to the customer and specifies that title to such property 
is with the bank. The customer receives the property in tnist 
and is accountable to the bank until the total debt is settled. 
The trust receipt may be used in substitution of collateral such 
as securities, acceptances, notes, merchandise, etc., or in exchange 
for bills of lading, warehouse receipts, etc. Thus an importer 
buying goods under a letter of credit and wisliing to warehouse 
them gives the bank a trust receipt in exchange for shipping 
documents. These enable him to obtain the goods jind place 
them in a warehouse, whereupon the bank takes the warehouse 
receipt as collateral and cancels the trust receipt. 

The trust receipt has certain weaknesses. For instance, the 
bank might find it exceedingly difficult to take possession of 
goods covered by the tnist receipt because of difficulty in identi¬ 
fying tliem. Then again, the trust receipt partakes of the 
luiture of a secret lien, and by some courts has been so held, and 
consequently, may be unenforcible as against third parties unless 
the transaction has been recorded. It has also been held to 
be a chattel mortgage and a conditional sale. 

Trust receii)ts have not, therefore, been regarded as strong 
collateral. The Conference of Commissioners on Uniform State 
Laws and the American Bar Association both have approved a 
Uniform Trust Receipt law. This law became effective in New 
York JTuly 1, 1934. Aside from the removal of conflicting and 
uncertain laws among the states, the Act, if generally adopted, 
will determine the rights of interi'stcd parties—^borrower, lender, 
purchaser, and general creditor. Its main features are the limit- 
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TRUST ttlCCKll'T 


Pliipe. 

Date. 

The undersigned (hereinafter called the “'rrustee ”) hereby acknowledges 
Tiu-st Comi'anv, New York Jiereiiiafter called the 
Entruster ) of the documents hated below representing the goods therein Niiecilied, 
a security interest in both said documents and said goods remaining in or hereby 
passing to the Entruster. . 


In consideration of such receipt and other valuable considerations, the Trustee 
agrees to hold said documents and goods in trust for the Entruster and subject to 
^ security interests, to be lused promptly by the Trustee without expetise ti» the 
Entrus^r for the purpose of selling said goods »>r nianufactiiriiig and selling said 
goods, but for no other purpose and without lilierty to pledge the same. 

The Trustee agrees to account by delivt>ring to the Entruster, iniiiKMliiitely upon 
the receipt thereof by the I’rustee, the proceeds of the sale «>f such goods in what¬ 
ever form received, to be applied by the Entruster umhu- the terms of its Letter of 
Credit No.. issued for the Trustee’s account and or to the pay¬ 

ment of any obligations for which said goods and documents are security or were 
security before this transaction and of any obligations arising as part of this trans- 
iiction and of any renewals of any such obligaiionH. If sucli proceisis be notes, bills 
receivable, acceptances, or in any form other than cash, they shall not be so applied 
by the Eiitruator until ijaid; the Entruster, however, to have the option at any time 
to sell or discount such items and so apply, conditionally upon final payment of such 
items, the net proceeds thereof. 

The Trustee agrees to pay all charges in eonneclion with said goods, doeuments, 
and any proceeds thereof, and will at all times hold sui<l goods, doeuments, ami nro- 
ceeds separate and apart from the property of the 'rnistee and will definitely sfiow 
such separation iti all its records and entries. 

The Trustee will at all times keep said goods fully insured at the Trustee's expense 
ill favor of, and to the satisfaction of the Entruster ugainst loss by fire, theft, and 
any other risk to which said goods may be subject. The Trustee will deposit the 
insurance policies with the Entruster upon its deinumi. 

The Entruster may at any time cancel this trust and bailment and take poHsessioii 
of said goods, inanufacturea or unmanufactured, and any doeiiinents representing 
the same (until delivery of said goods and documents to the i)iirehaHer(s) piirsiiiint 
to a sale hereby authorized and the receipt by the Trustee ol the proeeeds of such 
sale) and the proceeds of any sale, wherever said goods, inaniifactnred or unmanu¬ 
factured, documents, or proreed.s may then be found. As to articles inanufuetureil 
by s^le or model, the Trustee’s interest therein may be fcjrfeiliMl, at the election of 
the Entruster, in the event of any default on the part of the 'J'riistee, aguinst can¬ 
cellation to the extent and as nrovided by law of the Trustee’s then remaining 
indebtedne.ss with respect to sucii articles. 

The Trustee agrees that the Entruster assumes no responsibility f»>r the eorrect- 
ne.ss, validity, or genuincne.sH of the documents rehaiseil to the Trustee hereunder 
or for the existence, character, quantity, quality, condition, value, or delivery of 
any goods purported to be represenUid by any of such documents. 

No waiver of any rights or powers of the Kntriwter or consent by it shall be 
valid unless in writing signed by it. The rights and powers herein given the 
Entruster are in addition to those otherwise created. 


.Trustee 

By. 

Credit No. (OJficinl Sif/vnture) 

Amount. Business Address. 

Maturity. . 


Fio. 12.—The trust receipt. 
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ing of the lender lien in specific property to a period of 30 
days unless the transaction is recorded in the Secretary of State's 
office, and, in the case of the borrower’s insolvency, it allows the 
lender a preference for any proceeds of released security which 
have been received by the trustee within 10 days, if the trustee 
was under a duty to account for such proceeds. Purchasers, 
who may deal with the borrower, are protected against defective 
title, despite filing, in all transactions in ordinary course of 
trade. The act also aims to prevent certain fraudulent practices 
against general creditors which have hitherto been possible. 
Above all, the act engenders confidence in this type of financing 
by removing from tlic transaction doubt and uncertainty as to 
contractual rights. Whether the effect of the law will be to 
considerably increase this method of financing, which has 
hitherto been restricted to borrowers of satisfactory responsibil¬ 
ity, remains to be seen. 

In General. —The merchant’s advantage in the business world 
is in knowing the most modern wjiy of financing his business 
re(iuiremcnts, and, whenever it is appropriate, he should not 
hesitate to make use of an instrument of credit even though its 
use may be new to him. He will find, as stated at the beginning 
of Chapter II, an instrument of credit to fit every necessity, 
instruments designed to i)romotc the use of credit and to mfike 
its use safer for both debtor and creditor. The credit man 
must, of course, be thoroughly conversant, witli tlie documents of 
credit, since they arc the instruments with wliich he must daily 
deal. He should be familiar with the different classes into 
which credit may be divided as well as the documents which 
evidence it. 
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Text and Research Questions 

1. Wliat three questions may be raised in considering the risk in accept¬ 
ing a check? Which question is of the least importance? 

2. Why may not a creditor accept a check marked ‘ ‘ in full of account'' 
for a disputed account and sue for the balance? 

3. What distinction, if any, is there in the acceptability of certified 
(hecks and cashier's cliecks? 

4. Wliat evil was the Bad Check law designed to remedy? 

5. What is the purpose of making a bad clu'(;k prima facie evidence of 
intent to defraud? 

0. Why do not postdated checks and checks given for the redemption of 
credit come within the Bad Check laws of most states? 

7. What is the distinction between the draft and the trade acceptance? 

8. Why has not business more generally adopted the use of the trade 
acceptance? 

9. Wliat is the practice of “kiting" checks and trade ac<‘,eptances? 

10. In what respects are bank acceptances and commercial letters of 
credit alike, and in what respects do they differ? 

11. A dealer in cotton has a cash capital of $20,000 which he invests in 
cotton and places in a wareliouse. The warehouse receipt he offers his 
bank as collateral in order to borrow money to buy more cotton. If the 
bank requires a margin of safety of 15 per cent, show how much cotton may 
be purchased by repeating the operation five times. 

12. Assuming that the above operation has taken place, explain the use 
of the trust receipt in the sale of the cotton. 



CHAPTER IV 


CLASSIFICATION OF CREDIT 

As wc have seen in a previous ehapter, credit, when reduced 
to documentary form, may be classified according to its accept¬ 
ability. It might also be classified according to (a) the use of 
the funds or wealth exchanged, as in i)roductive or consumptive 
credit; (6) the form of the borrower’s responsibility, as in public 
or private credit; (c) corporate; {d) personal credit. If it is 
desired to classify credit for the purpose of its study the 
most logical method is to classify it according to the nature of 
its uses. Thus wc have five classes of credit: public, personal, 
investment, banking, and mercantile. The line of demarcation 
between these five classes is by no means distinct in all cases, 
and the question arises as to whether or not other classifications 
of the uses of credit should not be considered, as for example, 
agricultural credit, which seems to partake ol: some of the fea¬ 
tures of several of the other classes of credit, and yet is suffi¬ 
ciently difFerent from eacli almost to warrant separate classifi¬ 
cation. In the following pages discussion will be confined to 
a general consideration of investment and retail credit and 
to a more complete consideration of banking and mercantile 
credit. 

Investment Credit. —Investment credit is generally associated 
with a relatively long j)eriod of time. Money is placed or 
‘'invested” in an enterprise for the purpose of obtaining an 
income or profit, or both. Investment credit is the power to 
obtain funds to be used in production and trade by giving a 
promise to repay at some relatively distant future time. It takes 
the form of long-term notes, bonds and mortgages, and in these 
instruments is found not only the promise to pay at a definite 
future date, but usually a definite rate of interest. Shares of 
stock may also be treated as investment credit instruments since 
they are a medium through which a corporation raises capital, 

m 
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and there is the expectation of income even thoujjh it is not 
promised, and also the possibility of “f?ottinj 3 f oiit’^ throiig:h the 
sale of stock or possibly by stock redemption by the corporation 
itself. 

The funds obtained throupfh investment credit, it will readily 
be seen, are used as more or less ])ermanent ca]>ital. Investment 
credit has, therefore, sometimes been called ‘‘capital credit.’’ 
If “investment” is carefully differentiated from “speculation,” 
investment credit may be termed “conservative credit.” The 
investor seeks a fair income with a moderate risk^ sinci*, as a 
general thing, the risk varies directly with the amount of income. 

Sources of Investment Credit.— The ])rincipal soin*ce of in¬ 
vestment credit is the individual who lias acquiivd wealtli either 
through saving or through inheritance, or by marriage. The 
individual either is unwilling or incapable of managing his own 
wealth, or it may be too limited to employ in a separate enter¬ 
prise. Such an individual selects the investment which in his 
judgment offers the greatest siunirity with satisfactory income, 
or the greatest income with satisfactory security, or some other 
combination of security, income, maturity, and markc^tability. 
Many buy solely in the hope of appreciation in value. The 
public is a very great direct investor, a large percentage having 
money invested in railroads, industrials, and public utilities. 
The public is also a very great indirect investor through trustees 
and banking institutions. Trustees invest not for themselves 
but for others. Funds may h(*. left by a deceased piu’son to a 
trustee to be invested for the hen(*fit of the kin of the di'ceased, 
or the individual may consign his wealth to an invostmmit trust, 
a comparatively new financial institution. Savings hanks and 
other types of hanks employ their funds in investment credit. 
Insurance companies and charitable institutions jirc very largo 
investors in the more conservative classes. 

Importance of Investment Credit. —A knowledge of invest¬ 
ment credit is particularly important to those who hav(‘ funds 
to invest and to those who wish to employ those funds. The 
latter will wish to know the sources of investment credit and the 
forms in which it clothes itself, while the former will wish to 
have expert ability in appraising the contemplated credit. Each 
is in itself a separate study. 
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BANKING CREDIT 

A Bank Defined. —A great many people think of a bank as 
a storehouse for money. While a certain minimum amount of 
money is essential to a bank it does not traffic in money; it is 
rather “an institution which deals in credit.’’ ^ Since credit is 
measured in terms of money and involves a promise to pay 
money, a sufficient amount of money must be kept on hand to 
meet such demands. The relative amount of actual money on 
hand to the total demands that may be made for money has 
been determined by experience and then fixed by laws based 
upon that experience. 

A broad division of banks could be made between commercial 
and investment banks, and the latter could further be divided 
between savings banks and trust companies. These different 
banks so overlap in their activities that we may find each one 
performing to some extent the main function of another. It is 
the commercial or business bank, which is engaged in receiving 
deposits, making loans, and making collections on commercial 
paper, which should be held in mind in this discussion. 

Banking Credit. —In a bank credit transaction, the bank 
gives its promise to pay money on demand or at a definite future 
date and receives in return the borrower’s promise to pay at a 
definite date in the future. It is merely an exchange of rights 
—an immediate right given to the borrower to the use of money 
against a future right given to the bank to demand money. The 
borrower may not immediately exercise his right to demand 
money (in the great majority of instances he docs not) in which 
case the bank “deposits” it to his credit, while the-promise to 
pay received by the bank, which may be in the form of a promis¬ 
sory note, becomes a part of its “loans and discounts.” In 
this way may be created two very important items appearing 
in every bank statement, the asset “loans and discounts” and 
the corresponding liability “deposits.” Commercial bank credit 
may, then, be defined as the power of a bank to obtain value in 
return for a promise to pay on demand or at some future time. 

Effect of Bank Credit. —The service of a bank to a com¬ 
munity provides not only a source of money, or, more properly, 
purchasing power, to those whose credit is acceptable, but it 

1 Johnson, J. P., **Money and Currency/^ p, 4A 
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also serves as an agency for the transfer of credit. The former 
is accomplished through loans of various sorts, as a result of 
which the borrower may either demand money, or, by means of 
a check, transfer to another the right to demand money. As a 
matter of fact, in the majority of cases, the option to demand 
money is not exercised either by the borrower or the one to 
whom the option is transferred. Instead, tlie right is again 
transferred (by endorsement) to another individual, or more 
probably to some bank. The latter finds that the demands which 
it may make upon others are very nearly offset by the demands 
of other banks upon it, the difference being adjusted by the 
actual payment or receipt, as the case may be, of a small amount 
of money, or by giving or receiving the right to receive or pay 
money. Thus, banks serve as the medium through which credit 
freely passes. 

It will be seen that this service of the banks greatly aids the 
exchangeability of credit and thus increases the acceptability 
of certain credit instruments. Checks, for example, are a com¬ 
mon medium of transferring credit, because of the accessibility 
of banks and the efficiency of banking machinery. AVhenever a 
bank guarantees or insurers credit, as by the use of the bank 
acceptance or certification of a check, the effect is to enable such 
credit to be used in any direction almost without the necessity 
of stopping to consider values. Credit is thus made much more 
effective because of its close approach to general acceptability. 

Credit centralizes in the banking system. In its broader 
phases the study of the effect of bank credit is an attempt to 
determine its influence upon prices, values, business conditions, 
etc. This branch of credit study is recommended to the student, 
but it is far too large a subject to treat of it here. 

Bank and Mercantile Credit.—If we examine the nature ox 
a bank's work, the very close analogy of bank and mercantile 
credit will be quite apparent. The purpose of both is to foster 
production and trade. Furthermore, in general, the clients of 
the bank are the customers of the mercantile house. Both deal 
in short-term credit, and both measure the acceptability of a 
credit risk by a consideration of his personal qualifications, his 
financial condition, and the activity of his business. The same 
sources of information are available to both and utilized by both. 
The essential difference lies in the fact that the value extended 
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by the mercantile creditor is goods or services, while the bank 
creditor loans money or the right to demand money. Both kinds 
of credit are essentially commercial in their nature. 

A second important difference lies in the standard of credit, 
or the degree of risk acceptable to the two institutions. 

Bank Credit Standards. —It is freely stated tliat the standard 
of bank credit is higher than that of mercantile credit. This 
simply means that, in general, the bank requires greater cer¬ 
tainty of payment than does the mercantile house. Chief among 
the reasons for this difference in standards are the following: 
The bank must always be able to pay its obligations upon de¬ 
mand or as fast as they mature. Borrowers must, therefore, 
return funds to the bank according to the schedule of maturities. 
Banks, sometimes of necessity, grant renewals to borrowers who 
find it inconvenient to pay at maturity; but these cases must be 
comparatively limited lest the banks^ liquidity be impaired. 
Banks can in turn preserve their liquidity by rediscounting some 
of their ‘ ^ paper with the Federal Reserve or other banks. In 
general, however, it may be said that the liquidity of banks 
depends largely upon the liquidity of their customers. On the 
other hand, the mercantile creditor, in some lines at least, can 
permit a certain delinquency among his customers because he, 
in turn, can default to his creditors for a short period of time 
without a serious reflection on his credit standing.- 

Liquidity, or the ability to meet maturing obligations, is 
greatly aided by loaning money for short i)eriods only and only 
when there is reasonable certainty that the loan will be re¬ 
paid when due. The reader can readily understand, however, 
that the question of a bank’s liquidity involves more than the 
(piestion of short loans which will be met at maturity. The 
study of a bank’s liquidity embraces the entire distribution of 
its resources and obligations. 

The bank is custodian of the funds of the community. It 
accepts a delicate trust in caring for the funds of the depositor. 
The bank, which is acting in the nature of a semi-public servant, 

2 Deposit insurance, which covers all amounts up to $5,000 and on a 
sliding scale for larger amounts, was enacted by the federal government in 
19.33. This is intended to insure the confidence of depositors in their banks 
and thus prevent the runs which caused the banking crisis and panic of 
1932-1933. 
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must see to it that no undue risks are taken. Tlie mercantile 
house, on the otlier hand, is not so dependent on the good will 
of the public and hence has more freedom in its activity. 

Then, again, the bank’s margin of profit is smaller than the 
average mercantile margin of profit. It is obvious that with 
the larger profit the mercantile house can afford to take a larger 
risk. Banks, too, arc usually found to be a debtor’s largest 
single creditor, and ordinarily the bank’s credit period is longer 
than the terms of sale on merchandise. These two facts would 
tend to make banks more cautious. And, finally, banks are 
under the supervision of state or federal authorities and have 
to conform to more strict laws than do the mercantile houses. 

Bank and Client Relationship.— A busini'ss man may use 
his bank as a borrower or merely as a depository for funds 
and as an agent for the collection of cliecks or other commercial 
paper. In cither case, as has been shown, a deposit is created. 
Business men should be cognizant of the great service rendered 
to the credit system by banks through their colh^ction of checks 
and to the individual concern which uses the bank merely as a 
collection agent and as a depository for funds subject to the 
depositor’s order. When this latter service is a gratuitous one, 
the bank finds its recompense in the use of the funds left in its 
care. It is for this reason that the bank will usually recpiire that 
a firm using the bank solely as a checking account shall maintain 
an average balance of a certain amount, or be subject to a service 
charge. It will readily be seen that considerable bookkeeping 
work is attached to handling the checks deposited for collection 
and those drawn ui)on the bank. The bank wh(»n it lojins money, 
therefore, will exact not only interest on the amount loaned 
(discount) but will also exi)ect the borrower to leave on deposit 
an average balance of about 20 per cent.'* 

It is api)arent that the borrower is paying a higher rate of 
interest than the discount rate on the money that he uses. Thus 
it would seeni that the bank is getting a higher rate of interest 
than the regular quotations. From the above it might seem 
that a business man who wished to use, let us say, $8,000 would 

3 The size of the average balance left on deposit by the borrower will 
be found to vary in different places. The usual range is between 15 and 
25 per cent. At the present time, an average balance of 20 per cent seems 
generally satisfactory to New York banks. 
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need to borrow $10,000, since 20 per cent of the loan must needs 
be left in the bank. But it may be assumed that the borrower 
has used the bank as a checking account for some time previous 
and that his balances have averaged between $1,500 and $2,000. 
Thus it will be seen that when the conditions are as has been 
assumed above, the full amount borrowed may be used. 

Banks may also advance the argument that borrowers in¬ 
crease the bank’s operating costs, increased costs which the bor¬ 
rowers should pay. This is accomplished by the 20 i)er cent 
average balance requirement. That there is nothing singular in 
this practice will be seen when it is remembered that the interest 
charge rarely represents the whole cost of borrowing from what¬ 
ever source. This is exemplified by real estate loans when costs 
of investigation, furnishing abstract of title, and recording of 
mortgage must be borne by the borrower; and most commonly 
exemplified in the purchase of an automobile on the instalment 
plan where payments include not only interest on the money 
borrowed but an added sum to cover the costs of credit investi¬ 
gation, supervision of the loan, and collection of the payments. 

Then the bank may advance in justification that it is required 
to keep a certain reserve and that this is a method of passing 
the reserve requirement along to its borrowers. Thus both the 
bank and the customer are kept in a good current position. And 
then, too, the application of the 20 per cent rule may be re¬ 
garded as a premium which the borrower pays to insure a line 
of credit. 

Once a bank establishes a credit line for a borrowing customer 
it morally binds itself to place at the disposal of its customer a credit 
force equal to the line granted. . . . This, perhaps, is the most im¬ 
portant benefit derived by a commercial borrower in return for the 
20 per cent requirement.^ 

Whether the relationship between the business man and his 
bank be merely that of depositor and depository or borrower 
and lender, the mutual dependence of banks and business is 
apparent. As in all business relationships, transactions should 
result in benefit and profit to both. The business man on his 
part will find his interests best served by the bank if he frankly 

^Munn, G. G., ‘‘Bank Credit,” p. 227. 
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supplies it with as much information as it may desire about his 
business and if he maintains not only a good liquid position but 
also carries sufficient balance to make his account a desirable one 
at his bank. On the other hand, the business man expects his 
bank to collect his checks for him and pay out his deposit as 
ordered. He expects, too, that his bank will maintain a suffi¬ 
ciently liquid position so that he may draw upon it for credit 
at any time up to the amount to which he is entitled. 

Bank Service Charges. —The alternative to a balance;, the 
earnings from which arc sufficient to cover the bankas expense in 
serving its client, is a service charge. It is largely within the 
past decade that banks have adopted tlie practice of analyzing 
individual accounts to determine whether they are profitable. 
Cost analysis has been forced upon banking institutions by low¬ 
ered int(;rest rates and declining commercial loans and discounts 
and by smaller rates of return from their various revenue pro¬ 
ducing assets. 

Losses may occur not only in small accounts but also in large 
ones where the activity is great. Cost analysis reveals the loss 
which may be recoverable by a service charge or may be eliminated 
by increased balances. Many banks have a published schedule 
showing the average balance re(|uircd for a given number of 
monthly deposits and checks. Some institutions are now soliciting 
business on a no-balance service charge basis, deposits being made 
only as checks are drawn. But these features of bank service are 
utilized by x><^rsonal as contrasted to business de])ositors. It is 
the relationshif) between the bank and its business client with 
which we arc chiefly concerned. To make clear the necessity of 
account analysis, the following illustration is given.''* 

An account selected for analysis shows an average daily bal¬ 
ance for the year of $12,800 and that the daily average of in- 
transit or uncollected items is $1,175. From the net balance of 
$11,625 there is deducted 25 per cent, $2,906, which amj)ly covers 
the amount re(iuired as a legal reserve against demand deposits. 
The balance of $8,719 represents the sum on which the bank may 
earn a return. Assuming the bank earns a return of 21^ per cent 


5 The illustration is given to show some of the income and expense items 
involved in an account. The illustration should not be assumed to be either 
average or typical. 
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on all its loanable funds, its income on this individual account 
is $217.98. 

The bank computed its cost of servicing its client as follows: 


Customers* checks 2,545 @ each. $101.80 

Customers* deposits 312 ® 6^ each. 18.72 

Local checks cleared 4,113 @ 1^ each. 41.13 

Out of town checks cleared 4,418 @ 2^ each. 88.36 

Currency handled—$34,150 @ 25^ per M. 8.50 

Printed checks—1,545 ® 15^ per 100. 2.32 

Overhead. 6.00 

Total cost. $266.83 


Thus the bank’s net loss from this account was calculated to be 
$48.85 for the year. 

Kinds of Loans. —The credit transaction between the bank 
and its client is evidenced by some form of credit instrument. 
The various credit instruments which are the concrete evidences 
of the extension of credit have already been discussed. These 
various forms of loans may be further classified in a number of 
different ways, as, for example, according to maturity, according 
to purpose, according to security. Since liquidity is a first require¬ 
ment of a bank, the maturity of its loans is important. The bank 
would consider the relative amounts in short-term, intermediatc- 
teim, long-term, and demand or call loans. The purpose of the 
loan or the use of the funds borrowed may be described as com¬ 
mercial, agricultural, investment, speculation, consumption, etc. 
Perhaps the most important classification from the credit man’s 
and borrower’s standpoint is according to security. Here the two 
main classifications are, obviously, secured and unsecured. A se¬ 
cured loan is one made by a bank which not only relies upon a 
promise to pay but is insured against loss by a lien upon specific 
property. This form of security may take the form of mortgage 
security, but in commercial loans it more often takes the form of 
collateral. Security offered may consist of stocks, bonds, ware¬ 
house receipts, bills of lading, merchandise, book accounts, life 
insurance, notes, acceptances, etc. Collateral of known value and 
easily convertible into cash is preferred. Government bonds, for 
example, furnish the highest type of collateral. 

Unsecured loans are distinguished from secured loans by the 
absence of specific property pledged to the payment of the loan. 
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The former is based solely on the credit of the makers or the 
makers and endorsers, while the latter have the added security 
of the pledge of specific property. The borrower’s promissory 
note is most commonly used in the unsecured loan. Unsecured 
loans are also referred to as '‘single-name” or “double-name” 
paper, depending upon whether or not the “paper” bears the 
endorsement, and thus the guarantee of a second party. While 
loans on “two-name” paper are classified as unsecured, it will 
be understood that there may be considerable added security by 
the addition of a strong second name. 

It is well to point out at this time the difference between 
the credit of a person or persons and the credit of property. 
While property cannot, of course, give a promise to pay, since 
it is inanimate, it can, nevertheless, furnish the means of pay¬ 
ment. The distinction is apparent in the contrast of single¬ 
name paper and the loan secured by collateral. In the first 
instance, the lender relies upon the borrower’s general credit 
standing and financial ability to pay, while in the second in¬ 
stance, the reliance in whole or in part is in the ability of the 
collateral to liquidate the indebtedness. The student will be 
careful, therefore, not.to impute to a person the credit which is 
really tlie result of property. This distinction is found in the 
mechanic’s lien laws which stipulate that the labor or materials 
must have been furnished upon the credit of the building and 
not only upon the general credit of the owner or contractor. 
Likewise, a loan may be extended to the owner of real estate 
based not upon the credit of the borrower but upon the credit 
or the means to liquidate found in the real estate itself. 

Single-name, Double-name, and Accommodation Paper.— 
Bankers and business men have come to speak of commercial 
credit instruments as “commercial paper” or more briefiy as 
just “paper.” Promissory notes bearing the promise to pay of 
a single person are thus spoken of as single-name paper. A 
considerable proportion of commercial paper is of this class. 
The retailer, who buys goods and gives his vendor his written 
promise to pay or who gives his note to secure a prolongation 
of credit when an open-book account is due, gives his single-name 
paper. The business man who goes to his bank and borrows by 
giving his promissory note is likewise giving single-name paper. 
In the first instance, if the vendor should sell the right which 
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he holds to his bank, it would be necessary for him to endorse 
the note in order to convey title, and by endorsing it he also 
guarantees payment. The note thus becomes two-name or double¬ 
name paper. The risk which the bank has assumed is greatly 
lessened by the vendor’s guarantee. 

It is obviously much less probable that both should be unable 
to pay than that one should default. But the strength of the 
credit is not necessarily doubled or, in other words, the risk 
halved by the addition of the second name. It depends largely 
upon the relative credit strength of the two names. A note with 
one good name and one doubtful one may be preferable to a 
bank to a note bearing two mediocre names. 

Double-name paper arises usually from an actual commercial 
transaction involving a sale of goods, and, consc(iuently, there is 
actual value behind the note which will furnish the means to 
liquidate it. But, as a matter of fact, the strong business house 
does not need to bolster up its credit in this way. Its bank, 
aware of its strong solvent position, is ready to discount its note 
without the evidence of any single mercantile transaction to 
back it up. Nevertheless, a careful distinction should be drawn 
between double-name paper based upon a commercial trans¬ 
action, or, as it is said, which is self-liquidating, and paper 
which has been signed by an endorser who has not received value. 
Such an endorser loans his credit as an accommodation to his 
friend. The purpose is to augment the credit. strength of the 
instrument by loaning a name, but he who thus lends his name 
becomes liable for payment whether that possibility was con¬ 
templated or not. One who is thus confronted with the necessity 
of making good is quite inclined to evade, if he can, the col¬ 
lection of the note. It is a somewhat common though repre¬ 
hensible practice for business men to exchange notes and then 
to present them properly endorsed for discount at their respective 
banks. The notes have the semblance of added strength, but 
in reality no strength is added. Disaster to either may be 
disastrous to the other. Both being in a weakened position and 
leaning upon each other, they do not halve the risk; they 
double it. 

Another method of bolstering the strength of a credit instru¬ 
ment is by securing it by the pledge of property in payment 
of the debt. The promise to pay may carry with it collateral 
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security such as stocks, bonds, bills of lading, warehouse receipts, 
etc., or mortgage security, eitlier real estate or cliattel mortgage, 
or personal security, which is exemplified in two- or more-name 
paper. Where security is given, the credit may be based in 
whole or in part upon the property pledged, as brought out in 
a preceding paragraph. 

The Commercial Paper Broker. —Acting as a specialized in¬ 
termediary institution between the borrower and the lender is 
sometimes found to be the commercial paper broker. It is the 
function of the broker, or the commercial paper house, as his 
organization is called, to sell the note or notes of his client 
principally to banks and, to a much lesser extent, to other in¬ 
vestors such as insurance companies, business houses, and wealthy 
individuals. 

The growth and decline of the commercial paper system pro¬ 
vides another illustration of the transition to which our entire 
credit system is constantly subject. Seventy-five years ago, the 
established practice of financing was to discount customers' 
notes or to offer the bank the borrower's own note with one or 
more accommodation endorsers. This did not prove ideal to 
either party. Subsequent to the Civil War, because of the un¬ 
settled conditions, the credit risk increased, and the uncertain 
value of the currency made long-term credit undesirable. To 
induce a cash settlement, wholesalers of merchandise began to 
offer liberal cash discounts to their purchasers. This resulted 
in the substitution of the open-book account for the promissory 
note and necessitated new credit lines and new methods of bor¬ 
rowing. The lusty growth, too, of many businesses rendered 
it impossible for local banks to take care of their credit require¬ 
ments. The borrower felt, in some instances, that he was too 
much dependent on the local bank and hence too much under its 
control. To meet these changed conditions, there came into being 
the broker who took the borrower's notes and sold them not to 
the borrower's own bank but to any other bank which could be 
induced to buy. When the notes were sold a day, a week, or a 
month later, the proceeds, less the discount and the broker's com¬ 
mission, were forwarded to the borrower. 

Present Practice of Note-brokerage Houses. —The practice 
of the note-brokerage houses has advanced far beyond the purely 
brokerage or commission state. That method left the borrower in 



78 CREDIT AND COLLECTION PRINCIPLES AND PRACTICE 


much uncertainty, since he did not know how much of hi^ paper 
could be sold and when. Today the bulk of the business is trans¬ 
acted by concerns some of which have capital comparing favor¬ 
ably with that of our larger banks. These brokerage houses 
have their regular customers whose notes they buy outright at 
their face value, less an agreed rate of discount and a commis¬ 
sion of 14 per cent. When the notes are resold to a purchasing 
bank it is usually with a 10-day option affording the bank an 
opportunity to investigate tlie credit of the maker and to return 
tlie notes if the credit is not satisfactory. 

In nearly all eases, the notes are drawn ‘‘Pay to the Order 
of Ourselves,^' and are endorsed in blank by the maker. The 
notes are thus negotiable without further endorsement, and, in 
fact, they are not endorsed by the broker, and payment is not 
guaranteed by him. The brokerage house does, however, guar¬ 
antee the genuineness of the notes which it offers for sale. In 
addition to this, there is behind the note the moral responsibil¬ 
ity of the house offering it and the feeling of certainty of the 
virtue in the credit because tlie brokerage house has confidence 
to the extent that it has invested its money in it. In fact, some 
of the smaller banks nAy almost wholly on the recommendation 
of the brokerage house. The notes are drawn in denominations 
ranging from $2,500 upward, with $2,500, $5,000, and $10,000 
notes predominating. Thus the house which wislics to borrow 
$50,000 or $100,000 will draw a sufficient number of the smaller 
notes to make up the re(iuired amount instead of a single note. 
These smaller notes may be purchased by a number of small 
banks widely scattered throughout the country. In this way, 
the deposits of the farmer of Utah may help to finance the cloth¬ 
ing manufacturer of Rochester, N. Y., through the medium of 
the note-brokerage house of New York City. 

Maturities range from 3 months to 1 year, with the most 
common maturities 4 and 6 months. The rate of discount has 
a rather narrow range between “best names’’ and “other 
names,but it is always somewhat less than the current bank 
rate of discount. 

Brokerage houses maintain both efficient selling forces and 
efficient credit departments. Their sales representatives regu¬ 
larly call upon banks in their territory in an effort to interest 
them in paper which they may have for sale, and the repre- 



CLASSIFICATION OF CREDIT 


79 


sentativos of the credit department are continually ‘*checkinj 2 :'’ 
with bank credit departments. 

Type of Borrowers in the Open Market. —This is a system 
of financing which is but little available, for various reasons, to 
the small business man. Purchasing banks will naturally pre¬ 
fer the paper of larger concerns with high credit standing. 
Furthermore, the small concern cannot borrow enough to war¬ 
rant the thorough credit investigation by the brokerage house and 
the banks, nor can he borrow enough to make his business 
desirable. 

Api)roximately 60 per cent of the borrowers througli broki'r- 
age houses have a tangible net wortli between .$500,000 and 
$2,500,000, while less than 3 per cent of them have a tangible net 
worth below $250,000.‘* 

There is no limitation of borrowers as to industry or geo¬ 
graphical location. Concerns with a high moral risk, well eslab- 
lished in their field, and with fair earning power demonstrated, 
arc preferred. 

Growth and Decline of Note-brokerage Business. —This 
method of financing reached its height in the years 1919 and 
1920. The peak was reached in tlie month of January, 1920, 
w^hen, according to the Federal Res(»rv(* Bank of New York, the 
outstanding pa{)er amounted to $1,296,000,000. The decline 
began in 1921 and continued fairly steadily until May, 1933, 
when the same authority reported only $60,000,000 outstanding. 
Since that low point, the amount had risini to $331,000,000 by 
September, 1937, and declined to $224,000,000 by June, 1940. 
Whether a combination of conditions will restore; this method of 
financing to the favor of borrowers and banks which it once 
enjoyed cannot be jiredicted. 

Reasons for Decline. —The reason for the decline in this 
method of financing is to be found in the; chang(‘d conditions. 
Among them are improv(;d transportation, which, together with 
the desire for greater turnover of inventories, has considerably 
lessened the capital invested in inventories, making less borrow¬ 
ing necessary. Wholesalers, who were extensive borrowers, have 
declined in importance in our distribution system. Chain stores 
and other new merchandising methods have robbed brokers 
of desirable customers. SFergers and consolidations have so 

6FOXJLKB and Prochnow, ^'Practical Bank Credit,'' p. 519. 
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strengthened many concerns that less financing has been neces¬ 
sary, while mergers and growth of hanks have enabled the latter 
to increase lines of credit to individual borrowers. New methods 
of financing—the sale of bonds, the popularity of the sale of 
stock in 1928 and 1929, and the increased use of bankers’ ac¬ 
ceptances—have been a considerable factor. On the part of 
banks there was a considerable shift of funds into bonds and 
government securities. 

That this type of paper has not lost favor with bank(‘rs is 
shown by statem(‘nts frequently expressed that more would be 
purchased if it were available. 

Reasons for Favor with Banks. —Chief among the reasons for 
the popularity of commercial paper with banks arc the fol¬ 
lowing ; 

1. It has proved eminently safe. The highest percentage of 
loss to salt's in recent years was reported as 0.043 per cent for 
1924, while no losses whatsoever were reported for the years 
1928 and 1933.^ 

2. It provides a safe self-liquidating medium of short-term 
investaieiit when the hank has idle funds to invest. 

3. The bank is under no pressure to renew loans, and greater 
diversification of both iypa of industry and geographical loca¬ 
tion is jiossiblc. 

On the other liand, a bank may lose the opportunity to loan 
a desirable customer sizable sums if the customer is using the 
open paper market. In this event, the bank may be compen¬ 
sated for the loss of business, in part at least, by the customer’s 
deposit balance's the use of which the bank enjoys. 

Commercial Credit, Discount, and Finance Companies.— 
Another type of hnaneial institution which acts as an interme¬ 
diary between the borrower and the bank has come into promi¬ 
nence almost within the last score of years, and, indeed, its 
whole life is confined to the present century. This intermediary 
is somewhat loosely called a commercial-credit company, a dis¬ 
count house, or a finance company. The business of this type of 
banking institution is to discount or buy the open-book accounts, 
trade acceptances, and notes receivable of borrowing concerns. 
The great proportion of business done by these companies is 


7 Bank Service Department, National Credit OflSce, New York. 
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the purchase of accounts receivable and financing the sale of 
automobiles and other articles sold on an instalment basis. Con¬ 
sequently, there is the inclination toward the development of 
these two distinct types of business, though some comjianies are 
found which combine the functions of both tyiies and, in addi¬ 
tion, discount other credit instruments or loan u])on other se¬ 
curity. Where tho business done is solely the financing of 
automobiles those companions are often called “automobile banks.” 
One large holding company has organized a conqiany to finance 
the products of its own subsidiaries, which it calls an “acceptance 
corporation. ’' 

These banking institutions are, in turn, very large borrowers 
from commercial banks. Thus tho capital of the borrower is 
largely furnished by the banks through the credit or finance 
company as an intermediary. Tho intermediaries, however, 
differ in one main essential from the noti'-bi'okin'age house. Tho 
paper passing through the hands of the credit oi* finance com- 
I)any is guaranteed by the company; or tlu‘ obligations to tho 
company are deposited witli some bank as trustee against which 
are issued collateral notes, with short maturities which are non¬ 
interest bearing, but are sold to the banks at ])revailing discount 
rates. The note broker, it will be remembered, makes no war¬ 
ranty except as to genuiru'ness. 

Function of Finance Companies. —These companies arc, as 
has been stated, intermediaries between the banks and bor¬ 
rowers of a certain credit risk and of a c(n-tain class. There 
arc a vast number of borrower’s who, w’hile tli(‘y cannot be classed 
as a bad type of credit risk, nevertlu‘less do not measure up 
to the standards of a hank. Clos<*r siqiervision of the credit 
may be recpiired, and the financing may he for a longer time 
than a bank would care to assume the risk or tie up its money, 
and payment may be by instalments. Collateral of an inferior 
type is often the main support of the credit of the borrower. 
Because of the type of risk and the collateral ofPcu’cd, together 
with the necessity of gririter credit investigation and closer 
supervision of the credit, banks find themselves unequipped for 
this type of credit service. Such risks are therefore financed 
indirectly by the banks through the guaranty of the finance 
companies. It is, therefore, the function of these com]>anies to 
assemble and absorb these weaker credit risks and, reinforced 
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by the capital of the company, to afford a means to the banks for 
financing this class of business. 

The Bank Credit Department. —It was not until the ’nineties 
of the last century that tlie bank credit department came into 
existence. Even today it is probable that in a majority of the 
country’s banks no credit department will be found. In these 
banks, credit information is acquired by those officers of a 
bank who make the loans and is stored in their minds for use 
as occasion may require. As banks grow and the numb(‘r of 
borrowers inen^ases, the necessity for recorded credit data be¬ 
comes imperative. A second reason for the bank credit de¬ 
partment lies in the fact that there lias been a considerable 
development of credit information. Credit is extended less upon 
personal aecjuaintance, recommendations, or references and more 
upon factual data such as the financial statement, the income 
account, and the actual cx[)eriencei5 of other creditors. The sys¬ 
tematic acquisition and recording of such data were a natural 
sequence. The spread of the corporate form of organization, 
which facilitated the increased size of the units of business and 
made their inve^stigation more complicated, was also a contrib¬ 
uting factor forcing them to reach beyond their local boundaries 
not only for goods and markets but also for financing. 

It would be impossible for our larger banks to function with¬ 
out the storeJiouse of information at their service provided by 
the credit department. 

The Functions of the Bank Credit Department. —The bank 
credit department is a service department. Its value to the bank 
lies in the accuracy, completeness, and availcability of credit in¬ 
formation. It serves first of all the loaning officers and then such 
other departments of the bank as may have occasion to use it. 
In a lesser sense, it is a department of service to others than 
its own organization. To a certain extent its information is 
available to other banks and to commercial houses which may 
have an interest in the credit of those whom the bank has in¬ 
vestigated. This information is imparted to those customers of 
the bank who may seek it, to promote good will, and to others on 
the reciprocal basis under which credit information is generally 
freely exchanged among business houses. 

The work of the credit department may be more clearly ex- 
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cmplified by dividing it into three general parts: (1) inves¬ 
tigations, (2) analysis, and (3) tiling. 

The investigating function includes the assembling of all 
essential credit information from whatever sources it may be 
found. This work is largely entrusted to investigators, young 
men of good appearance and ability, who become skilled not only 
in locating information but in obtaining it. Officei's of tlie bank, 
too, assist in the compilation of credit information. This is ac¬ 
complished through memoranda which are made after customers 
have consulted various officers of the bank. Such interviews are 
much more common between bankers and borinwers than b('- 
tween mercantile credit men and customers and provide ])erhaps 
the most important source of information to a bank. Indeed, 
it may be said that the bank never extends direct credit with¬ 
out a i)ersonal eonrerence except in those cases wlu‘r‘(» the bor¬ 
rower’s credit is so well established that the insistence upon an 
interview would be folly. 

The second function, that of analysis, includ(‘s the arrange¬ 
ment and interpretation of the credit information. An impor¬ 
tant ])art of this division of the credit department’s work is the 
transcription, comparison, and interpretation of financial stat(*- 
ments. It should be pointed out, however, that the real or final 
analysis of cn’dit information is performed by those loaning 
officers whose duty it is to make the final decision as to the exten¬ 
sion of credit. For the most part, the credit deixartment merely 
puts the information in such form that interpretation is 
facilitated. 

The third function, filing, may connote to the reader the 
orderly putting away of information for preservation. Filing in 
the bank credit dei)artmcnt means rather the orderly arrange¬ 
ment of information for reference. The credit files are in con¬ 
stant use. Not only are they constantly referred to by the 
officers, but they are in constant use for the revision and addition 
of new information and as the source of information from which 
answers to credit inquiries arc taken. This j)art of the third 
function of the department is so important that it might almost 
be made a separate function by itself under the heading of 
reporting. 

Structure of the Bank Credit Department. —In order to cope 
adequately with each phase of credit dci)artment work the per- 
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sonnel is divided into sections, and the work not only of the 
sections but of individuals becomes quite specialized, particularly 
in the larger banks. The employees, however, have an opportu¬ 
nity to become familiar with all the work of the department 
cither through observation or through progressive promotion 
through the various sections. 

The credit department, as a whole, is responsible to the credit 
manager, and he, in turn, is held responsible for satisfactory 
service. He occupies the focal position through which the de¬ 
partment receives rcfpiests for information, and it is through 
him that information is conveyed to the loaning oiBcers. He may 
or may not be himself a loaning officer. He frequently is made 
a member of the Loan and Discount Committee', sometimes with 
and sometimes without a vote in its decisions. He must be a 
man of experience and ability. Though he may have no au¬ 
thority to extend loans, even with the title of credit manager, 
this fact should not disparage his importance, for it will be noted 
that banks regard the extension of the larger loans, at least, as 
too important a matter for the decision of any single officer. 

The credit manager in the larger banks has but little time 
for detail. Much of the actual supervision of the department is 
left to the assistant credit manager, and he in turn relies upon 
section heads to see that the work is prof)erly performed. The 
chart on page 85 will not only give an idea of the divisions of a 
bank credit department but will also show its relation to other 
departments of a bank. 

The Bank Credit Polder.-^Even a brief survey of the bank 
credit department would not be complete without mention of 
the credit folder. JMany credit folders are models of what a 
credit file should contain. Not only is the credit information 
virtually complete, but it is so classified and arranged that its 
contents arc imparted to the reader in a most orderly manner. 

A typical folder may be divided into the following sections: 

Front Page or Flyleaf .—This page will contain such infor¬ 
mation for })erhaps a 5-year period as balance sheets, net working 
capital and current ratios, monthly loans and deposit balances, 
when the account was opened, by whom it was introduced, other 
bank accounts, credit line, and remarks. 

Statement Scctmi .—In this section will be filed the original 
signed financial statements of the customer. 
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Investigations ,—This section contains the information ob¬ 
tained by investigators carefully written u]), neatly typed, and 
initialed by the investigator. 

Intervieivs .—This section is similar to the above, except that 
it is memoranda usually dictated by officei*s and initialed by them 
after a conference witli the customer. 

Analysis .—This section comments upon the favorable and 
unfavorable features of the business or i)oinls out the more sig¬ 
nificant facts developed by the investigation. 

I Stockholders 


Booird of Directors 


Loom and Discount Committee I \1 I>ept 


Other Loaning Offices 


Loan Dept. 


Credit Dept 

Credit Mgr. 

Assistant Cr. Mgr. 

InvestigationS^c. Anaiyticcil •Sec. 

Filing Sec. 

1. Dom.Sub.Div. 1. Chief 

Trained girls 

a. Chief a.Analysts 

1. Assistant f. Junior 

2. BankingSubDiv. 
a. Chief 

1. Assistants- 

3. Foreign Sub.Oiv. 
a. Chief 

1. Assistants 



Fiq. 13.—Chart showing relationship of credit department to other departments 

in a bank. 


Agency Reports .—As the title suggests, here will be filed all 
commercial agency reports obtained on the subject. 

Correspondence .—Tliis section includes not only correspon¬ 
dence with the subject but also copies of letters in answer to 
inquiries for credit information. 

The folder covers are usually heavy glazed cardboard which 
stands up well under long and constant use. The various sec¬ 
tions may have different-colored paper in addition to the divider 
sheets to distinguish them easily from each other. The contents 
of the folder are carefully bound to the cover. Such care in the 
make-up of the bank credit folder is necessary because of the 
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importance of a credit file to a bank. The mercantile credit 
department, however, might not be justified in devoting so much 
time and expense to the preparation of its credit files. 
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Text and Research Questions 

1. Define and illustrate investment credit on the basis of (a) time; 
(h) purpose. 

2. What relation does investment credit bear to the other forms of 
credit? 

3. Of wliat importance is investment credit to the mercantile credit 
man? 

4. Under what circumstances are commercial bankers sometimes com¬ 
pelled to perform the functions of investment credit? Illustrate. 

5. Banks as a credit function are sometimes said to substitute their 
better-known credit for the business man’s lesser-known credit. Rxplain 
and illustnite this statement. 

0. How does bank credit differ from mercantile credit? Explain and 
illustrate. 

7. What does the business man expect of his bank with respect to 
credit, and what does the banker expect of the business man? 

8. What is a “line of credit”? How is it obtained, and how can it 
bo retained? 

9. What are the functions of the bank credit department? 

10. Describe the type of information to be found in a bank credit folder. 

11. Name three general tA^aes of loans. 

12. What constitutes single-name paper and what constitutes double¬ 
name paper? 

13. What are the principal tests of satisfactory collateral for security 
for a loan? 
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14. Describe briefly the opcnitions of the commercial paper broker. Why 
has he declined in importance? 

15. Describe briefly and illustrate with specific examples the functions 
of commercial credit and finance companies. 

16. The Farmers National Bank discounts Mr. Smith’s note for $20,000 
for 60 days at 6 per cent. Indicate by means of a skeleton balance sheet 
the transactions and entries that take place on the bank’s books. 



CHAPTER V 


RETAIL CREDIT 

What Is Retail Credit? —conventional classification is 
followed in naming one of the five classes of credit, retail credit. 
Two other terms are equally descriptive, namely, personal credit 
and consumer credit. But neither the words ‘‘personaP^ 
nor “consumer’^ are sufficiently definitive. Investment, 
banking, and mercantile credit can be personal, while the 
word ‘‘consumer” cannot be restricted entirely to this one form 
of credit. It is true, nevertheless, that the three forms of credit 
mentioned are more often employed to aid production, while 
the form of credit under discussion is usually employed not to 
aid the production but to promote the consumption of goods. 
Nor does the etymology of the word “retail” aid greatly in the 
justification of the use of that word. This word is derived from 
the French verb relaillicr which means to cut off, diminish, 
divide in pieces; and hence the sale of goods in small (juantities. 
While it is true that retail credit is usually in smaller units 
than the other forms of credit, this fact alone does not justify 
the use of the word “retail.” 

As a matter of fact, this class of credit is both personal and 
consumptive, and because it is accepted most freely by the 
retailer, it is commonly termed “retail credit.” It embraces 
as well the credit extended by clients to doctors, dentists, law¬ 
yers, and to individuals outside of their professional or business 
activities. If the reader wishes a definition of this class of 
credit, he may regard it as the power of an individual to obtain 
goods or services for his own use and consumption. It is the 
credit of the individual offered to the retailer of goods which 
will form the subject of the remainder of this chapter. 

Retail and Mercantile Credit Contrasted. —It is not in¬ 
tended in this chapter to give the reader instruction upon the 
management of a retail credit office. The purpose is rather to 
svrvey the retail-credit field, and to discover the alliance between 
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the different fields of credit, and the influence retail credit has 
particularly upon mcrcantile-ercdit appraisal. 

While basically the purposes of mercantile and retail credit 
arc alike, namely, to promote trade, this is accomplished by mer¬ 
cantile credit aiding or promoting production, while retail 
credit has as its ultimate aim the destruction of utility or the 
consumption of goods. The safety of mercantile credit is par¬ 
tially assured by the fact that the goods which pass from seller 
to buyer will eventually be sold by the buyer and thus assure 
the receipt of a sufficient sum to redeem the credit. No such 
sum is provided as a result of a retail-credit transaction. The 
purchaser proceeds to consume the article purchased and he 
must provide the means to pay for it from some other source. 

Another difference is found in the cash discount usually 
allowed in mercantile credit. The customer who can pay cash 
gets the benefit of the cash discount. In retail credit very 
rarely is any distinction made in the price between the charge 
and the cash customer. The cash customer receives no i)rcfer- 
pnee. Indeed, the rather common impression prevails that con¬ 
sideration is extended to the credit customer which the cash cus¬ 
tomer does not generally receive. 

A difference is also found in the attitude of retail and mer¬ 
cantile customers toward credit. The latter, as a class, disclose 
their basis for credit much more freely than do the former. 
The business man often regards his business as apart from him¬ 
self, and if his business happens to be incorporated, the separa¬ 
tion is still further removed. He gives information more or 
less -freely. The same man may resent the retail-credit man¬ 
ager's attempt to learn something of his personal income and 
his personal habits and character. Another difference lies in 
the fact that in retail credit the credit manager is always deal¬ 
ing with the debtor himself, while the mercantile-credit manager 
often arranges the credit and secures the collections through an 
employee of the customer. Thus it will be seen that the retail- 
credit manager has an extremely delicate task not only in main¬ 
taining, but in promoting, the good will of credit customers. 

The Mercantile-credit Man and Retail Credit. —Although 
the retailer is directly and primarily interested in this type of 
credit, yet jobbers, functional middlemen, and manufacturers 
are less directly, though not less fundamentally, concerned with 



90 CREDIT AND COLLECTION PRINCIPLES AND PRACTICE 


it.^ The ability of the manufacturer to meet his obligations de¬ 
pends in part upon the promptness with which the jobber and 
the retailer to whom he sells, pay him. The jobber, likewise, is 
dependent upon the retailer and the retailer, in turn, upon the 
consumer. Thus it may be seen that the whole credit system is 
affected by the consumer’s ability to pay. While the manufac¬ 
turer may be more directly concerned with the jobber’s and 
retailer’s ability to pay, after all the ultimate purpose of the 
manufacture of goods is to have them consumed. Businessmen 
are, therefore, vitally interested in the consumer’s well-being 
and his ability to buy and pay for a large quantity of goods. 

The good mercantile-credit man, therefore, appraises the 
retailer’s community’s ability to pay, and also the discretion 
which the retailer uses in selecting his credit customers. Given 
a prosperous community and a merchant with good credit judg¬ 
ment, the mcrcaHtile creditor or the bank has a favorable factor 
toward a satisfactory credit risk. On the other hand, a farming 
community suffering from a partial crop failure, or too low 
prices, or an industrial community suffering from the stagna¬ 
tion of its industry, strikes, and the like, adds to the hazard of 
the credit risk of the retailer. 

Another factor which the mercantile creditor may well give 
some attention is the competition to which the retailer may be 
subjected. The retailer may be forced to extend credit in larger 
amounts and for a longer period than his good business judg¬ 
ment decides is warranted. He must meet competition in this 
form, and to do so requires a larger capital to carry his accounts 
receivable. Oftentimes it is found upon analysis that this extra 
capital is furnished by the retailer’s merchandise creditors. 

It is obvious from the foregoing, that our entire business 
prosperity has as its foundation the prosperity of the individual 
or the consumer, and that j)ersonal credit likewise mjiy be said 
to be the foundation upon which our entire credit system rests. 
While it is true that, in theory, retail credit could be abolished 
without abolishing other forms of credit, to shatter or seriously 
weaken this foundation of credit would cause the whole credit 
structure to totter. 

Is Personal Credit Justified? —The early English laws gave 
some relief to the unfortunate or incompetent business man who 

1 Beckman, T. N., ‘‘Credits and Collections in Theory and Practice,'' 
Ist ed., p. 54. 
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had become insolvent, but no relief whatever was given to the 
poor debtor who used his credit for Jiis pei'sonal, instead of his 
business, needs. It was felt tlie use of credit was justified only 
for the purpose of facilitating trade and this did not extend to 
the consumer. The old theory of the legitimate use of credit 
held that its purpose was to finance the production of goods 
from the sale of whicli funds would accrue to retire the loan. 
But production of goods will avail society but little unless with 
production there goes distribution. Distribution of goods and 
not the production of them is the modern economic problem. 
Any type of credit is economically justified whenev(*r it aids 
distribution; for distribution means the greatest (piantity of 
goods to the greatest number of peoi)li\ As society achieves 
better distribution the result is a higher and higher standard 
of living. 

Nevertheless, it is still the opinion of many people that all 
goods bought for consumption should be paid foi* in cash. Obvi¬ 
ously, there is no economic reason for compelling the man or 
woman who has an abundance of money to ])a,y cash for each 
purchase, and it is hai’dly possible for anyone to set himself up 
as an authority as to who ought to pay cash and who lUM'd not. 
The use of one's credit should be left to individual freedom of 
decision, the merchant deciding not whether the buyer shouhl 
use his credit, but rather, whether he, the merchant, is justified 
in accepting it. The individual's decision to buy upon a credit 
basis is freqinmtly an unwise one; nevertheless, it is one form 
of personal freedom which we all enjoy. 

After all, what is the distinction between buying for one's 
personal needs and for business needs? The purchasing agent 
for the household, usually the wife or mother, is conducting a 
domestic business. Even the individual who l)uys sohdy for 
himself or herself is usually a producer and, as such, as much 
entitled to operate on a credit basis as is any merchant. Then, 
too, it may be said that the individual who‘ buys on credit is 
merely balancing the credit which he must accept. A man, for 
instance, who* receives his pay monthly is accepting his employ¬ 
er's credit. The employee, deprived for the time being of what 
he has earned, substitutes his credit as buying power. More¬ 
over, the fact that he has accepted his employer's credit sup¬ 
plies the means of redeeming his own credit, just as in mer- 
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cantile credit it is expected that the goods which are the basis 
of credit will supply the means of redeeming the credit. 

In the largest sense, retail credit has justified itself. From 
the viewpoint of both the retailer and the consumer there is a 
I)roper and an improper basis for retail credit, and a very 
careful discrimination between them is required. It is not the 
use of retail credit, but its abuse by either merchant or customer, 
which is to be criticized. There is a proper and an improper 
basis for retail credit, and very careful discrimination between 
them is required. 

Personal Loan Credit. —The personal credit discussed thus 
far in this chapter has been limited to that used to procure 
goods or services. Mention must be made of that type of per¬ 
sonal credit which takes the form of small personal loans made 
to individuals who not only cannot offer any security in the 
form of property but have little or no capital which the lender 
can rely upon to safeguard the risk. Very few people have a 
realization of cither the extent of such borrowing or its cost 
to the borrower. 

It has been estimated that the small-loan agencies advance 
from $2,500,000,000 to $3,000,000,000 a year to the American 
people in cash. Less than one-quarter of the families of the 
United States have been either able or willing to lay anytliing by 
for emergencies. Borrowing is done in emergencies or because 
the borrower fails to realize the cost that he is paying for the 
use of his credit. Practically all of these loans are in amounts 
of less than $300, The costs in many cases are exorbitant. Very 
rarely are tliey so low as 6 per cent i)er annum, unless the 
lender be a charitable organization, and 480 per cent a year is 
not an unknown charge. 

Among the agencies extending such loans are included per¬ 
sonal finance companies, credit unions, industrial banks, reme¬ 
dial loan societies, personal loan departments of regular banks, 
acktzias, employer loan services, and ‘ ‘ loan sharks. ’ ’ Some are to 
a degree charitable; some are organized not for profit but for 
mutual help; others render a service commensurate with their 
charges; while still others, which fall in the loan-shark class, 
sometimes prey upon the poor unfortunate who gets into their 
clutches and compel him to pay the amount borrowed several 
times over before he is released. 
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Twenty-six states have enacted laws ])attornod after the so- 
called model Uniform Small Loan law. Tliese laws limit the max¬ 
imum rate of interest usually to 31/2 i)er cent monthly. Thirty- 
eight states and tlic District of Columbia now permit credit 
unions by laws, and Congress, in June, 1934, passed a law au- 
tliorizing the federal government to charter (*redit unions. Under 
this Act, the young American system of “baby banks'' may be 
nationalized and standardized. 

The risk involved, resulting in very large bad debts, and the 
high costs in making the collections are the reasons for the high 
rates of interest charged. Tlie lender must collect from those 
who pay not only enough to cover his profit, his time, and “over¬ 
head' but also the sums loaned those wlio never repay. 

In the extension of many of these loans, about the only re¬ 
quirement is that the borrower shall be lunployed with the fur¬ 
ther provision that his salary be assigned to tlu' lendiu*. In con¬ 
sequence, the borrower who has “gotten b(4iind" is forced to 
continue in debt to the lender through reiu'wals, lor which he 
pays dearly. 

The Proper Basis for Retail Credit.— That there is immense 
potential credit power in the consumer class will not be denied. 
But evidences of groiiy) eligibility do not mean tliat careful 
discrimination is not necessary., Some will be (‘ncount.ered en¬ 
tirely lacking in character. Others ])uy unwisely. Some an^ 
dishonest; others merely extravagant. The retail credit man 
should satisfy himself tliat his ])raspective customer can and will 
pay. He also wants to know when he will pay and if he can be 
made to pay. Character is a fundamental iqxm which all legiti¬ 
mate business dealings arc based. Bad-d(^bt losses would have a 
strong foe and the credit manager a powerful ally if he could 
know that a staunch character was behind ca(*h account receiv¬ 
able. But the person with character may buy unwisely or care¬ 
lessly. Hence, the retaihn must be careful to see that the cus¬ 
tomer docs not buy beyond his ability to pay. 

The wealth or ca[)ital of the customer sliould not receive too 
great consideration. Reliance on this factor alone often involves 
the retailer in expensive methods of collection. The exx)cnse 
of collecting and the time reciuircd to make? the collection would 
hardly warrant granting credit to one who is slow and mtgligent 
even though wealthy and who, therefore, could be made to pay. 
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Sources of Retail Credit Information. —The retailer endeav¬ 
ors to determine the applicant’s responsibility by his general 
position or status in life and by the actual experience of stores 
or other institutions extending credit. The applicant’s status, 
carefully ascertained, will indicate how desirable he should be as 
a credit customer, while the actual experience of other stores with 
him will verify or modify the conclusion drawn. Where it is 
indicated that the line of credit is to be small, the investigation 
for purely economic reasons may be limited to the experience of 
other stores or other credit institutions. When a more thorough 
investigation is to be made, there are .usually four important 
sources of credit information, namely, the applicant whose state¬ 
ments are to bo verified, the trade, credit association and credit 
agency reports, and the bank. 

In using these sources of information, the retail credit man 
will verify the statements of the applicant and learn from tlic 
trade such facts as how many accounts are carried, the highest 
credit extended, whether overbuying is indicated by large 
amounts owing, if bills are paid according to terms, and whether 
the account is active enough so that trade information can be 
relied upon. Bank information is usually confined to statements 
as to whether balances arc high, low, or medium; whether the 
bank has ever extended the customer any accommodation; and 
the like. Credit agency reports strive to give the antecedents 
and history including the steadiness of residence, business, em¬ 
ployment, etc. Personal references arc regarded as of little 
value unless, as is rarely tlie case, they may disclose something 
detrimental. Personal references, however, are sometimes the 
only source available to the credit man in locating “skips.” 

It may be said, in conclusion, that there is a proper basis for 
retail credit from the creditor’s standpoint when the investiga¬ 
tion has disclosed a satisfactory'' record, when the buyer’s 
financial integrity and resources seem to conform to his mode of 
living, and when his history or record has disclosed his inten¬ 
tions and habits of meeting his obligations. 

The sources of information enumerated in this section, how¬ 
ever, arc not utilized by all retailers who may sell on a credit 
basis. The merchaitet. in the small town, for example, frequently 
does not look for information beyond that obtained from the 
applicant himself. The “trade” is eliminated because the cus- 
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tomer may not have other charge accounts; the local bank either 
has no information or docs not wish to divulge it; credit agencies, 
the merchant feels, perhaps mistakenly, are too expensive; and 
trade associations or local chambers of commerce are either lack¬ 
ing or not organized for full cooperation among merchants. 

The small-town merchant has these sources of information 
oftentimes indirectly available to him in the form of the local 
credit reputation of the customer. The merchant also has the 
advantage of a personal acquaintance with the customer. He 
knows where the customer is employed, api>roximately what he 
earns, the size of his family, and other information which would 
aid him in appraising the subject as a credit risk. If the cus¬ 
tomer is a farmer, the size and i)rodiictivity of the farm, the 
farmer’s ability as a manager, his industriousness, and his repu¬ 
tation for meeting his obligations are i)rol)al)ly known to the 
local merchant. Personal acquaintance is an excellent substitute 
for organized service. 

The small merchant, wlicther he may be in the large city or 
a small village, has a credit service available though he may not 
use it. The Associated Credit Bureaus of Ameri(»a. cover every 
city, town, village, and crossroads in tJie United Stales and 
(Canada; and other agencies mentioned elsewhere also stand 
r(*ady to offer their services. Individuals, the less as well as the 
more affluent, are classified as to credit in the files of automobile 
finance companies, the chain stores such as Sears, Iioebu(*k and 
(Jo., Montgomery Ward, the banks, and personal finance com- 
])anies. 

Withal many a small merchant elects, wlietlier wisely or not, 
to play a lone hand in credit. 

Retail Credit and Competition. —Theoretically, to sell strictly 
for cash is the ideal business. Cash in hand, in exchange for 
merchandise, is certainly preferable to a charge slip. But 
through the extension of credit, the retailer can increase his sales 
and presumably his profit. Credit is a means of increasing sales, 
first, by increasing the number of sales and, second, by increasing 
the size of the average sale. Cash buyers shop around for the 
best bargains, while a credit customer becomes identified with 
a store. The credit customer feels that he is receiving a more 
personal service than is extended to the cash buyer. A credit 
clientele is not a shifting clientele as is a cash trade. 
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Furthermore, the credit customer will buy more. It is easier 
to surrender one^s credit than cash for goods. The prospect of 
increased volume of sales is very alluring to the retailer. There 
may be for him fifteen times the net profit in a $60,000 volume, 
one-third credit, that there would be in a $40,000 volume, all cash. 
In fact, the retailer may have no choice. A large section of 
the public, demanding credit, would go to other stores, and 
the all-cash retailer would be destroyed by lack of volume and, 
consequently, a disi)roportionate overhead. 

Retail credit is one of the services which the retailer can offer 
to customers. Competition forces the retailer to offer that ser¬ 
vice. Even the cash-and-carry stores of the chain systems are 
recognizing that fact, unofficially perhaps; nevertheless, credit 
accommodation is being given by many store managers, and the 
executives cannot be ignorant of it. 

Retail Credit Terms. —Competition also has its effect upon 
terms. Merchants too often compete with each other through 
liberality of terms. This competitive condition benefits no one 
and makes efficient credit control more difficult for all. That 
terms are abused is patent to all who have any knowledge of 
tlicm. A wide divergence exists between granted credit tenns 
and enforced credit terms. The stated 30-day terms of innu¬ 
merable merchants, in practice, average 60- to 100-day terms. 
Naturally, the retailer would prefer shorter terms, but he is 
hampered in enforcing them by his own past experience, by 
local traditions, by competitive credit practice, and by the neces¬ 
sity to hold his trade in competition with other stores. 

Another reason for the abuse of terms, as the author sees 
it, is the failure to make tlie terms definite and the failure 
to come to an understanding with the customer with reference 
to them. The customer too often gets the impression that his 
agreement, if indeed there is one, such as ‘^to pay early in the 
month for all purchases of the preceding month can be dis¬ 
regarded. The very indefiniteness of the pay date encourages 
procrastination. 

Rarely is the retail credit customer given any monetary in¬ 
centive to pay promptly. In mercantile credit terms, the buyer 
is often encouraged to make prompt payment by the offer of a 
cash discount. But the retailer makes no distinction so far as 
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price is concerned between the cash customer, the prompt-paying 
customer, and the slow-paying credit customer. 

The average American individual is honest, and lie pays- 
promptly. Furthermore, he knows that, it* he does not pay 
promptly, his credit privilege will be im])aircd and may well be 
denied him. The inherent honesty of the American citizen plus 
the system whereby merchants and business men report all slow 
accounts to a bureau, where the record becomes available to all, 
has resulted in a promptness of payment wliicli is gratifying and 
a low bad-debt loss that can be termed as astonishing. 

Trends in Retail Credit. —The mercantile and bank creditor 
will find that different retailers present very different problems 
for analysis. 

With the larger concerns there will frequently be found 
extensive investigations, audits, careful analyses; in fact, every¬ 
where is order and system. With the smaller retailer, the credit 
risk can be accurately appraised only by glutting to know the 
merchant himself, his habits, his location, and the competition 
and other obstacles which confront him. Those who run tlieir 
business in an orderly and systematic way and have an intelligent 
grasp of its details as to overhead cost, merchandising, i‘tc., 
present a desirable risk, provided they are not confronted with 
a competition which they cannot meet. 

The small country merchant has had some new obstacles to 
overcome in the last decade or so. llousc-to-housc selling and 
mail-order sales have deprived the retailer of an immense amount 
of business. Then there has been a trend toward, the larg(‘r 
cities, the growth of country villages being much slower or even 
with declines in many instances. Automobiles and good roads 
have enabled the consumer to reach the larger cent(‘rs, j)assing 
by the local storekeeper. The parcel post has greatly aided 
sellillg by mail, but only the mail-order houses and the larger 
department stores can use it. Then last, but by no means least, 
is the competition of the chain store. 

Consumer credit itself has shown a trend toward expansion. 
Not only has credit selling been embraced by a larger proportion 
of the retailers, but there has been a widespread trend to extend 
credit in larger amounts and to include credit in moderate 
amounts to persons formerly denied its use because of limited 
income. 
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These changes, obviously, have affected retailers, hence, their 
credit. Is the change for the better or for the worse? Many 
believe that the trend of retailing today is toward large com¬ 
binations and away from the unit or individually owned store. 
If this is so, it is because the larger combinations discover ad¬ 
vantages not available to the small retailer. Conversely, the 
individual retailer finds it increasingly difficult to oi)erate profit¬ 
ably. Many a small retailer has been driven out of business 
by the competition of the chain store. The small merchant often 
is unable successfully to cope with the superiority which comes 
from organization, volume, buying ability, modern merchandis¬ 
ing methods, progressiveness, and adequate capital. 

In the analysis of retail risks, these conditions should, there¬ 
fore, be given prime consideration. The retailer who fails to 
see and meet the new conditions in merchandising is already 
beaten. Many have seen it and have striven desperately to meet 
it. Some have succeeded, others have failed. The advantage 
is not all with the large combination. Many independent stores 
have joined in buying syndicates and have found other means of 
meeting com])etition. 

Each individual risk must, of course, be judged separately. 
But these trends are brought to the reader^s attention because 
the mercantile and bank creditor have to pay more than usual 
attention to these questions: What is the retailer^s ability? 
What competition must he meet? And what, finally, are his 
chances of succss? 

Instalment Credit.—The origin of instalment credit is uncer¬ 
tain, but it is believed to have had its inception, in so far as 
this country is concerned, in New York City about a centuiy 
ago when a furniture store first made use of this type of credit 
terms. Its popularity, however, is confined to the last few 
decades of years. The rapid growth of instalment credit began 
with, though perhaps it was not due to, the World War. At that 
time it broke through the restrictions under which it had hitherto 
been held and became popular with both buyers and sellers in 
many lines. The rapid growth of instalment credit caused some 
alarm and considerable controversy. One faction held that the 
instalment sale was a great aid to distribution and therefore 
beneficial, while its opponents maintained that, among other 
things, it was dangerous because it greatly increased the use of 
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credit, mortgaged the buyer's future, and had a tendency to 
throw both production and consumption out of adjustment. Its 
dangers, though real, have been largely exaggerated. 

Use and Abuse of Instalment Credit. —The danger from in¬ 
stalment credit, like any other credit, comes not from its use 
but from its abuse. Both buyers and sellers have leanied 
through experience their particular problems in tlie use of tlu' 
instalment sale. The consumer, on his part, has learned that he 
must not obligato himself beyond his ability to meet his ])aymen1s 
and that he must budget his income according to liis necessities; 
while the creditor has learned that the safely of the instalment 
credit is dependent not wholly upon the lien usually retained 
upon the article sold but in part upon the credit of the i)urchriser 
as well. 

Three ‘‘safety principles^' for the instalment creditor are 
offered by Milan V. Ayres, a much quoted economist. They 
are: (1) Down payment should be sufficient to give the pur¬ 
chaser a sense of ownership; (2) at no time should the unpaid 
balance be more than the resale value of tlie goods; (3) payment 
should be com])letcd before sufficient time has elapsed to permit 
the buyer to feel that his purchase is obsolete. 

No one can criticize these safety princijdes when the seller for 
his x)rotection relies on the article sold and his right to repossess 
it. But many sales today arc made on the instalment payment 
plan where the safety of the seller does not dei)end at all ui)on 
the article sold but solely upon the credit of the purchaser. In 
such cases Mr. Ayres' thought, namely, the j)urchaser must at 
all times have an equity which it is to his interest to protect, 
docs not apply. The i)rinciplcs may well apply to “durable 
goods" such as automobiles, refrigerators, and stoves, but not to 
“soft goods" such as men's and women's clothing, draperies, and 
curtains. In the latter there is but little or no repossession value. 

The profit in instalment sales, it must be remembered, is 
really in the final payment or payments. If the collections are 
not made according to schedule, are effected at too great a cost, 
or perhaps are not completed, the effect on profit is readily seen. 
Repossessions, too, while they may offer protection are both un¬ 
desirable and expensive, and, if too numerous, they may be 
disastrous. 
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Extent of Instalment Sales. —For a long time the instalment 
sale was largely confined to the impecunious among purchasers, 
and the public generally regarded merchandise, purchaser, and 
seller as all belonging to the poorer class. Today it is not re¬ 
garded as a means of purchase forced upon the improvident 
as a last resort but as a more desirable means of purchase to be 
utilized in various instances by all classes of society. Like the 
regular charge account it is a convenient method of buying even 
for those who are able to pay outright. It is a type of credit, 
however, which frequently is quite expensive. 

Instalment sales reached an all-time high of 6I/2 billion dollars 
in 1929. Total retail sales also reached an all-time high of 49 billion 
dollars the same year. This fixes instalment credit sales at ap¬ 
proximately 13 per cent of retail sales. In later years the per¬ 
centage of instalment sales to total retail sales has not materially 
changed. For instance, retail sales for the year 1937 amounted 
to 40 billion dollars, and instalment sales to slightly under 
5 billion dollars, or approximately 12l^ per cent. In certain 
kinds of business, however, the percentage of instalment sales to 
total sales is much higher. For the year 1937, household ap¬ 
pliances led the list with a percentage of 72.2, followed by 
furniture 68.1, automobiles 47.6, and jewelry 36.9. 

Not only the consumer purchases upon the instalment pay¬ 
ment plan. There is a vast amount of instalment credit extended 
in the business field for the purchase of industrial machinery and 
ecpiipment as well as for goods and services. 

Instalment Terms. —The present tendency of instalment sales 
terms of retail stores seems to be a moderate down payment and 
a length of time to pay conforming in some degree to the life of 
the article sold. Typical terms prevailing * range from a down 
payment of 10 per cent and maximum terms of 24 months for 
refrigerators to a down payment of 20 per cent and maximum 
terms of 3 months for children’s dresses. 

Instalment terms are also found, which have no relationship 
to the articles sold. Many stores feature a 6 months’ account, 
under which the customer may buy up to a fixed limit and pay 
the account in six monthly instalments, repurchasing up to the 
limit each time a payment is made. Leading men’s clothing 

2 Credit Management Division of the National Credit Dry Goods Asso¬ 
ciation. 
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stores in New "iork feature the 90-day account, under which 
one-third of any month’s purchases arc paid in each of the three 
following months. For example, a customer i>iirehasing $30 in 
June and $60 in July would pay the $90 in the following instal¬ 
ments: July $10, August $30, September $30, and October $20. 
Under the so-called “revolving credit jdan” a customer may 
purchase up to a fixed amount which he agrees to repay in four 
monthly instalments. No down payment is i‘e(iuiivd, and, as 
fast as payments are made, the customer may repurchase.® 

Gaining considerable vogue are credit coui)()n books. These 
books are sold on an instalment payment })lan, the coupons being 
accepted in the store as cash for purcliases. A large New York 
City department store offers a $25 coupon book for a down pay¬ 
ment of the service charge of approximately 6 per cent. Tlic 
coupon book is paid for in five monthly ])aymeiits. 

The terms cited arc illustrative of tlic many variations under 
which merchandise can be obtained by the consumer with con¬ 
sumer credit. 

Financing Instalment Sales.—There is not the difference be¬ 
tween the outstanding credit periods of open credit and the 
instalment plan wln(;li is commonly sut)poscd. Many retail 
stores’ accounts will average from 70 to 100 days or c^ven more. 

Instalment credit, nevertlieless, has higli (‘apital reciuirements. 
The ability of a retailer who has adopt(‘d tlie instalment ])lan to 
finance himself is often a matter of considerable concern to his 
mercantile creditor. Many merchants luivc come to grief because 
tliey liave discovered too late that neither their car)ital nor their 
credit could stand the exj)ansion which the plan required. 

The strain upon working capital is readily made apparent 
in contrasting instalment sales and opcn-account sales. A retail 
store with annual cliargc sales of $120,000, whose collection 
period averaged 60 days, would require an average capital of 
$20,000, to be invested in accounts receivable. A business of 
the same annual sales volume, $120,000, with a 10 per cent down 
payment, and a twelve monthly payment plan for the balance, 

3 The three sets of terms set forth in this paragraph are equivalent to 
open charge accounts paid in 3% montlis, 2 months, and 2i^ months, respec¬ 
tively. Sin(;e open charge-neeount payments in many stores average over 
2 months, the instalment tei-ms do not impose so heavy a carrying charge 
upon the seller as might at iirst be inferred. 
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would find its accounts receivable averaging $58,500, necessitat¬ 
ing a greater capital of $38,500 to be furnished by owner or 
creditors or shared between them. 

The practice is very common among instalment sellers of 
discounting customers’ instalment notes with banks and finance 
companies or placing the notes as collateral for bank loans. But 
customers’ notes arc not always attractive to these financial 
institutions. This may be due to the kind of articles sold, the 
type of purchaser, or the size and terms of the individual trans¬ 
action. Small stores, forced into credit sales through the com¬ 
petition of larger stores, have found the problem of financing 
particularly troublesome. To meet this problem, certain finance 
companies have undertaken to guarantee and to discount the 
retailers’ credit sales. This has necessitated placing a credit 
rei)resentative of the finance company in the retail store resulting 
in friction between that representative and the store’s sales force. 
As yet this plan of financing has achieved no widespread poj)!!- 
larity or success. 

Finance company paper is of three general types: recourse, 
non-recourse, and repurchase. Under the first, which is in most 
general use, the dealer guarantees the payment to the finance 
company. Under the second, the dealer avoids responsibility 
by endorsing the purchaser’s notes ‘‘without recourse.” With 
repurchase paper, the dealer buys the article from the finance 
company if it repossesses. , 

The Instalment Sale Contract. —The instalment contract itself 
commonly takes the form of conditional sale, chattel mortgage, 
or bailment lease, the choice depending largely upon state laws. 
The privileges of the seller and buyer are much the same under 
each type of contract. 

Since the contract is written by the seller, it is natural that 
his protection is stressed. A typical contract permits the seller 
to use the following remedies at his discretion: 

1. If the buyer violates any provision of the contract, the seller may 
declare all remaining payments due and/or repossess the goods. 

2. After repossession, the seller is given the widest control of the 
resale and the resale price. 

3. If the resale fails to satisfy the seller’s claim, he can sue the 
buyer for the residual amount. 
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4. Only the written provisions bind the seller, the contract specifically 
excluding all oral agreements. 

5. The buyer may sign away homestead rights, privilege of notice of 
repossession, etc. 

What is omitted from a contract may be as significant as what 
is included. In the event of trouble, the buyer may find that 
tlie following items are omitted: 

1. Penalties imposed on the buyer for legal fees may not be ade¬ 
quately stated. 

2. The right to redeem repossessed goods may not be given. 

3. Specific monetary terms and charges are not givcai in detail. 

The buyer may also become aware for the first time of the 
following; 

1. Unconditional promise of payment has been made, regardless of 
the quality or performance of the merchandise, even when guaranteed. 
Here the buyer’s only remedy, often precluded because of ignorance or 
<*xpense, is to go to court where this feature of the contract will not be 
upheld. 

2. Violation of the contract is treated identically, regardless of 
whether it is caused by fraud or otherwise. 

3. The contract may be assigned to a disinterested and unscrupulous 
holder who can enforce all its terms upon the buyer. 

The buyer, too, is often woefully ignorant of another feature 
of the instalment sale. This is the rate of interest the buyer may 
pay for this type of credit. 

Instalment Payment Interest Bates. —Present low interest 
rates in practically all financing, keen competition, and govern¬ 
ment regulation have effected a considerable reduction in rates 
of instalment financing. For instance, automobiles may now be 
purchased with a financing charge at the rate of 6 per cent per 
annum on the original unpaid balance. Thus, if the amount to be 
amortized by twelve monthly payments is $ 600 , the finance 
charge, exclusive of fire and theft insurance, may be $36. But 
this is not a rate of 6 per cent per annum on the monthly amounts 
borrowed nor arc the finance companies permitted to thus adver¬ 
tise it. In this instance, the computation is simple. The simple 
interest rate is 6 per cent, and the amount owing over the 
12-month period is equivalent to $600 borrowed for 6y2 months. 
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The true rate of interest is then X 6 per cent = 11.076 per 
cent. 

A finance company offers a loan of $100 to be repaid in eight 
monthly payments of $14.25 each. The amount repaid is $14 
more than the amount received or 14 per cent. Since the loan 
period is only two-thirds of a year, converted to an annual basis 
the interest rate becomes 21 per cent on the amount originally 
borrowed. The full amount, however, is borrowed for only 
1 month, and the loan is retired at the rate of one-eighth of the 
principal per month. The average length of time the full loan is 
outstanding is, therefore, the sum of the series of numbers 1 to 8 
divided by the number 8 or 4i/^ months. A loan thus amortized 
is equivalent to a loan not amortized but paid in full in 41/^ 
months. The actual rate of interest thus becomes the simple rate 
of interest, 21, times the number of payments, 8, divided by the 
average length of time the loan is outstanding, 4^/^ months. 

21 X 8 

Simplified, the actual rate = —= 37% per cent.^ 

4H 

The National Betail Credit Association. —^While there are 
naturally thousands of retail stores granting credit indepen¬ 
dently and functioning without an organized credit department, 
it is significant to note the growth of cooperation among retailers. 
There is evolution in retail-credit methods. The credit man, 
though only recently, has come to be an imi)ortant, recognized 
figure in retailing. When the credit man became a specialist, 
he began the work of organization. He established local credit 
associations, regional associations, trade associations, and, finally, 
a national association. Thus he has provided a medium for credit 
education and credit control. The Betail Credit Men’s National 
Association, organized in 1912, and today known as The Na¬ 
tional Betail Credit Association, now has a membership of 
approximately 16,000 retail establishments. These are served 
by 1,400 local credit bureaus known as The Associated Credit 

4 This can be stated as the following formula: 

, „ NX SR 2NXSR 
(iV + 1) 2 ^ N + 1 

when AR is the actual rate of interest, N the number of instalment pay¬ 
ments, and SR the rate of simple interest. This formula is applicable when 
the instalment payments are in like amounts, as is usually the case. 
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Bureaus of America. Through these local bureaus, members 
clear new applications for credit, furnish the paying habits of 
their customers upon request, and report daily those accounts 
which have become delinquent. All bureaus operate more or 
less on the same plan. The description of the Credit Bureau of 
Greater New York, given in a subsequent section, presents a clear 
view of the services rendered. 

These service bureaus cover every city, town, village, and 
crossroads in the United States and Canada. No agency has 
greater power for efficient credit control than these retail-credit 
bureaus. Even small towns supporting only the local grocer, 
butcher, baker, etc., could profitably maintain a local credit 
bureau for the clearance of local names. 

Credit Bureau of Greater New York. —This bureau, one of 
the largest of the local bureaus but typical of other bureaus in 
its operations, has a membership of over 1,200, which includes 
department stores, specialty shops, banks, hotels, finance com¬ 
panies, brokerage houses, real estate firms, automobile dealers, 
coal and oil companies, public utility concerns—nearly 100 classi¬ 
fications of business in all. The bureau has on file the credit 
records of 3,500,000 individuals who have charge accounts in 
the territory known as Greater New York. 

The bureau serves its members with two main types of credit 
reports. The trade clearance gives the record of purchases and 
payments; and the special report is a combination of botli history 
and paying liabits. The bureau has for several years operated 
what it terms a Locate Department whose function it is to try 
to locate for members their missing debtors. The bureau will 
also furnish a property report giving details concerning the 
ownership of real property, a real estate report specializing on 
rental information of interest to real estate management credit 
men. The bureau is organized to supply subscribers with a 
private investigation report at a somewhat higher cost. This 
report is compiled from a comprehensive investigation of the 
subject's personal and business record, charaeter, habits, asso¬ 
ciations, social background, health, morals, and financial condi¬ 
tion. A sample employment check report is illustrated on 
page 110. Through a separate corporation a collection service 
is provided. Any member has available through the credit 
bureau reports on any account living within the United States or 
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!;i:tiS5urR*.ss Credit bureau 

^ DUPLICATE I QP greater new YORK. INC. [_ addresses 
55 FIFTH AVENUE. NEW YORK. N. Y. GRamercy 7-8820 


MEMBER'S NAME 

Blank & Coir:pany 


ATTENTION OP 

Mr* Plank 


CODE NUMBER I YOUR ACCT. NO. i DATE 


3-lh-41 


MUSBANO'B NAME 


PRESENT ADDRESS CITY 

21 Meadow bro ok DriYe, Nev/York. M. Y_ 

FORMER ADDRESS CITY 

76 Eastslde Drive, New York,. N.Y. 


SOLICITED DELINQUENT INACTIVE 


IP WIPE IS EMPLOYED. GIVE POSITION. EMPLOYER'S NAME AND ADDRESS 


OCCUPATION (HUSBANDI TITLE 


At to r ne _ 

NAME OP BUSINESS 

Doe,. Doe.&-D< 

PERSONAL REFERENCE 


ADDRESS OP BUSINESS 


BANK OP REFERENCE 


BRANCH OR ADDRESS 


STORE OR BUSINESS REFERENCES 


Doe & Blank 


Abraham A Taylor 

S^E^XnNiTRUCflON^ 



LOCAL SPECIAL 
TRADE REPORT 

CLEARANCE 

I I $1.00 LOCAL 

' ' St. 25 

35« OUT-OF-TOWN 


IJ IF NO TRADE IN FILE. CHANGE TO SPECIAL REPORT 


FILL IN ON THIS LINE NAME OP 
OTHER TYPE REPORT DESIRED 
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Canada. The bureau does not publish a rating book, since, as 
its files are daily changing, a rating might be obsolete before 
it could be published. 


PIprM f 

DEROGATORY REPORT BLANK 
(Not sa Inqulty Ticket) 
UriliaMMdtaHirtedM 

CREDIT BUREAU 

^GREATER NEWyORKelNC 
SS Fifth Avenue, New York Citv 

IlflFdItTANTe-Olvc aU ihe ialofmedoii fou have tuch ai the hill 
naaee^p fa e atn andfamiaf ad df ei m . Thagraatarthcamovneof 
natloii the aeofeouickhr we can Ideadfr the proper naecer card Hmm 
fepM an immedlanty placed in the fileatncnbcn havtag 
with the debtor are notified and the infbrmadon publlahedinthe 
RuRedn when aufiklentiy detofatory. 

Wairo BIAHI JOHf _ L lUMT 

lAOTMAMe VIIMTNAMC INITIAL WIPR'e NAHe 

Addro ai 18 Wetlay Rpada Haw York, HoYa _ 

gownerAddieea 61> Saton Haw Vorka IfoY. 

Oamparto w Salfignan 


Bnrt neei Doe it Company 



OWINONOW 

#178.96 

fCmMONlMBOP 

Jan. to JUIy« 1940 

Mfrr 

X 


HI 

hhi 

n 

n 


MK*MN 


UMAUGi 


3«16-41 


MeaabevNn. 207 


Report Bvt Aoeoanc the Day it B eco inea U n eada f a c lorT 


Fio. 15. 


Method of Bureau Operation. —Each member of the bureau 
reports every account which becomes unsatisfactory. Other de¬ 
rogatory information is secured by clipping newspapers, by 
recording suits and judgments, and through outside investiga¬ 
tions. Each member investigates each new account through the 





















108 CREDIT AND COLLECTION PRINCIPLES AND PRACTICE 


bureau. Thus are its files of both desirable and undesirable 
accounts built up. Members are registered by code numbers, 
which are assigned to each new member, instead of by name. A 
card is made for each individual customer which records not 
only the individual’s name and address but also the code numbers 
of all concerns which have reported that name. 



Trade clearance reports are designed to show how the subject 
pays his bills. The inference is correctly drawn that as he pays 
others so will he pay the inquirer. When a trade clearance is 
requested, tJie bureau immediately sends the inquirer a copy of 
the information on file and then ‘‘dears’’ all local trade refer¬ 
ences given on the inquiry. When no references are given and the 
previous report is more than 3 months old, three members are 
cleared and their experiences arc sent to the inquiring sub¬ 
scriber upon receipt. Any suits or judgments on record are 









M’fAIL CREbtf 


Tub Clbajiin*! House i-oh Chkijit lNi(<u;%ivrioN on Inihviduals Purchasing in 
C itEATEu New \ ouk 


SPECFAL 

REPORT 


CKEDIT BUHEAU OF CHEATER NEW YORK, Inc. 
Associated Retail Credit Men of New York City, Inc. 

55 Fifth Avenlb, New York, N. Y. 

HAL Telephone 

ORT GRaniercy 7-8820 

Strictly Confidential 


Blank, Otis R. (Mr.) (Wikb— Eva) Received: 3/14/41 

Res: lOOJ Parkway Avenue Written: 3/15/41 

New York, N. Y. 

Bus: Proprietor: Blank & Company 
88 East .'35th Street 
New York, N. Y. 

Identity: 

Mr. Blank is about 52 years of age and married. There is a daughter of 19 away at 
boarding school. 

Residence: 

Mr. Blank rents a five room apartment at 1000 Parkway Avenue where the family 
has been living for the past two years. The lease will expire January 31, 1942. 
Monthly rental of $150 has been paid regularly, and they are desirable tenants. 
The building is a modern high class elevator apartment located in an excellent sec¬ 
tion. They formerly lived at 222 JO. 77th 8t., where tliey leased a six room apart¬ 
ment for three years, and rental obligations were met promptly. 

BlJSINEii.s: . 

Mr. Blank is proprietor of Blank and Company, interior decorators and antique 
furniture dealers ut .S8 E. 55th St. He luis been in this field for about thirty years, 
and in his own business for the past ten years. The firm occupies a two window 
store in a four story buihiing. The lease is signed by Mr. Blank personally and 
was originally signed in 1932 on a five year basis at $10,000 per annum and sub¬ 
sequently renewed for an identical period. The staff consists of two salesmen, a 
stenographer-secretary and a porter. Busine.ss has been slow for the past several 
years. Actual investment in the busine.ss Is estimated at about $10,000. Mr. 
lllank’s income is problematical, but .authorities consulted feel that it is between 
$5,000 and $6,000 per year. Blank & Co. is a registered trade name filed by the 
subject in 1932. 

Bank: 

A local bank reports an account in the name of Blank & Co., on which Otis R. 
Blank signs alone, carried since 1932, balances average in moderate three figure 
proportions, and they h.avc loaned him in low four figure amounts on his customers' 
paper. Statement on file shoivs a net w’orth of $12,800 for his business, consisting 
mainly of stock on hand. 

Trade Information: 

Member #3 reports account opened 19.33—high credit $209—payments 30- 90 days. 
Balanced. Member #8 opened a/o in 1929-—high credit $116—payments 60-90 
days. Owes $66 for 1/41. Five other members report selling subject back to 
1929, high credits from $5-$96—payments made from 30-90 days. 

SuiT.s and Judgments: 

No litigation in file. 

For: 302 
By: K-111 

The information given above is in answer to an inquiry, and is communicated subject 
to the following conditions: That the information furnished by this Bureau shall be 
held in striot confidence and shall not at any time be revealed to the subject of the 
inquiry or to any one else; that the facts upon which this report is b^ed were 
obtained by the Bureau from sources deemed reliable, the accuracy of which infor¬ 
mation is, however, in no way guaranteed. 

Should you consider this report incomplete^ return with your instructions that we 
may rc-investigate. 


Fig. 17 . 
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The Cleabino House fob Credit Information on Individuals Purchasing in 
Greater New York 


CREDIT BUREAU OF GREATER NEW YORK, Inc. 
55 Fifth Avenue, New York, N. Y. 


EMPLOYMENT 

CHECK 


Telephone 
GRamercy 7-8820 


Surname Given Names Wife-Husb. Position 

Dob _ Mary _ Miss _ Stenograplier _ 

Residence City or Town Firm Name 

111 Crescent Blvd., Bronx _ Jones & Jones _ 

Age Marital Status Dependents Former Address Address 

23 See Below 500 Driveway Avenue, NYC 


EMPLOYMENT VERIFICATION 

1-A. Position held—how long?. 1-A. Stenographer—since August, 1937 

B. Name of employer or business. B. Jones & Jones 

C. Business address. C. 600 Driveway Avenue, NYC 

D. Description of business. D. Inmorters—exporters—foods, 

. coffee, tea, etc.—see below 

E. Rating or capitelization of concern. E. not listed 

F. Income from employment or business. F. $22 per week 

G. Is work steady, part-time or seasonal?. G. steady 

H. Was employee seen working on premises?. H. yes 

I. Give former employment if known. I. unknown 

J. Give education if known to employer. J. unknown 

K. Employer’s opinion of thrift and morals. K. well regarded 


PERSONAL INFORMATION 

{Secured from business address and NOT verified) 

2-A. Do employer’s records show above residence? 2-A. yes 

B. How long is subject reputed to live there?.... B. about four years 

C. Is subject known to own or rent?. C. rents 

D. Type of apartment or house occupied. D. not known 

E. Number and identity of dependents. E. Mother partially dependent (see 

. below) 

• F. Employment of others in family. F. Younger brother said to be 

. steadily employed 


J G. Give source of above information. G. from employer 


BUREAU RECORDS* * 

No trade or litigation in file. Ixx| or we have information on same name 

Favorable trade information. □ at other addresses which is 

Very importani trade or other inf or- . Favorable. □ 

mation. □ Unfavorable. □ 

(We Recommend a Trade Report) 

REMARKS: Subject’s mother is reported to be the widow of a Patrolman and in receipt of 
a pension from the City of New York. 

Office room )i(803. Partitioned off in three small offices. Emplov five on 
premises and the company is well regarded in the building, where they have 
been located for ten years. 

For: »567 
By: K116 

* Members may obtain all trade and litigaiion information by ordering a tgpde clearance 

report at S5i. 

The information given above is in answer to an inouiry, and is communicated subject to the 
following conditions: That the information furnished by this Bureau shall be held in strict 
confidence and shall not at any time be revealed to the subject of the inquiry or to any one 
else; that the facts upon which this report is based were obtained by the Bureau from source 
deemed reliable, the accuracy of which information is, however, in no way guaranteed. 
Should you consider this report incomplete^ return with your instructions that we may 
re-investigate. 


Fig. 18 . 
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included in the trade clearance report but are not checked up 
to date. Members can secure a code list which will acquaint 
them with the concerns reporting the various ex])erienccs. Trade 
clearances are both requested and issued by mail, by messenger, 
and by telephone. 

The special report furnishes the most complete information 
available through outside investigation concerning the age, mari¬ 
tal status, residential and business history, bank experience, 
bill paying record, and suit and judgment record of the subject. 
A sample report of this type is illustrated on ])age 109. 

Personal investigation is made at the business address. Quite 
often the report will disclose whether the position is permanent 
or temporary and whether the subject is working on a salary or 
commission basis. It also describes tlie size or stability of the 
employing firm, length of time applicant has been employed, 
and other information necessary to establish a basis for credit 
extension. An endeavor is made to cover the period of employ¬ 
ment for at least three years. 

Bank references, when given, are cleared, and complete de¬ 
tails contained in the report. When no bank is given, effort is 
made to locate a bank account, and the data imfinded. 

Speed of Service. —The retail credit department must act 
with speed both in the opening of mnv accounts and in the 
revision of old ones. The bureau conse(|uently must be organ¬ 
ized for the fastest practical service. Reference has previously 
been made to messengers, telephone, and mail. In addition to 
these three means of communication, some of the larger members 
of the bureau have telautograph and others telephone-typewriter 
connections with the bureau. Members, of course, arc expected 
to cooperate with the bureau by answering promptly requests 
for their ledger experience. In fact, they bind themselves when 
they become members to clear requests within 24 hours, 
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Text and Research Questions 

1. Explain the difference between productive and consumptive credit. 

2. List as many classes of creditors as you can who commonly extend 
personal credit in addition to retailers. 

3. Why should banks, manufacturers, and wholesalers have an interest 
in the proper extension of retail credit? 

4. What is the approximate volume of consumptive goods estimated 
to be purchased annually in this country? 

5. Should or should not credit be used for consumptive purposes? Why? 

6. What is meant by sufficient responsibility of the applicant for retail 
credit? 

7. As credit manager of a city retail store how would you proceed to 
investigate the credit of a prospective customer? 

8. AVhy is the retailer often compelled to extend credit rather than to 
sell strictly for cash? 

9. What would be the effect, if any, of a higher standard of living for 
the public upon the extension of retail credit? 

10. What modifications of credit terms would you suggest as beneficial 
to the retailer and more equitable for his customers? 

11. In what respects does instalment credit differ from the open charge 
account? 

12. What major chjinges have taken place since the beginning of the 
century which have affected the distribution of goods? 

13. Whjit is the National Retail Credit Association? 

14. What sources of credit are available to people who desire or are 
forced by necessity to borrow money? 

15. Why must such borrowers usually pay an excessive rate of interest? 

16. Refer to the trade-clearance report on page 108. What conclusions 
are to be drawn? State why you would or would not open an account for 
Mr. Doe. 

17. List the favorable and the unfavorable factors disclosed in the report 
on Mr. Otis R. Blank (p. 109). Would you recommend credit, and, if so, 
what limit should you suggest? 



CHAPTER VI 


MERCANTILE CREDITS 

Mercantile Credit Deigned. —Since our classification of 
credit developed according to its uses, the reader will readily 
assume that mercantile credit is tliat credit extended by one 
merchant to another. Conforming to our earlier definition of 
credit, mercantile credit is the power to secure goods (economic 
goods, including labor) to be used commercially in exchange 
for a promise to pay at some specific future time. Thus one of 
the characteristics of mercantile credit is that the thing 
exchanged is goods, distinguishing that form of credit from 
banking credit, which as we have seen, is an exchange of credit 
for money, or credit for credit. To draw a clear line of division 
between the domain of bank credit and mercantile credit is very 
difficult, since in both cases the crcjdit is facilitating in type, 
and should be to a large degree self-liquidating. 

Function of Mercantile Credit.— While investment and 
banking credit aid in the production and distribution of goods, 
these forms of credit arc not limited to goods or merchandise 
as is mercantile credit. While investment credit may provide 
the capital for the plant and equipment, or even the capital 
which makes mercantile credit possible, the latter is used 
solely to y)romote production and exchange of merchandise. 

This is an age of specialization in which goods pass through 
many hands before they finally reach the consumer. Mercantile 
credit assists in virtually all steps of production and distribu¬ 
tion. When the article reaches the consumer, it may have 
passed through the hands of a dozen or more owners, and it is 
safe to assume that mercantile credit was utilized by each. But 
in the hands of these different producers, the operations were 
not entirely financed by mercantile credit. 

Any link in the production chain may be taken for illus¬ 
tration. Assume that the dress manufacturer buys a quantity 
of silk to be made into dresses. Mercantile credit should assist 
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in the financing only to the extent of the cost of the material. 
Labor, printing, stationery, advertising, and other costs must 
be financed either by the capital of the manufacturer, or by 
other forms of credit, or by both. When, however, the manu¬ 
facturer passes along the manufactured dress to the retailer, 
on a credit basis, the credit has increased from the cost of the 
material to the selling price of the finished article. 

A fundamental in regard to mercantile credit, which it is 
well to bring out at this time, is that the credit period should 
not exceed the buyers' interest in the article which is the basis 
of a credit. In other words, the credit should not outlive the 
transaction. If a retailer buys an article on 60-day credit 
terms, and in 20 days sells the article for cash, the need for 
credit terminated at 20 days, and after that period the manu¬ 
facturer is aiding in financing not his own merchandise but some 
other part of the business. 

Old and Modem Attitude toward Credit. —A study of the 
history of credit and credit practice would be both interesting 
and enlightening. The attitude of the community today toward 
credit has undergone a marked change when compared with 
the attitude of the community of a few centuries ago. Rigid 
were the laws and harsh the attitude toward the delinquent 
debtor of a few centuries ago. The real risk was not upon the 
lender but upon the borrower. Well might a man hesitate to incur 
a credit obligation when he considered the penalties which hung 
over his head if he failed to fulfil it. Imprisonment, enslave¬ 
ment, and even death were among the punishments found in 
history for failure to pay debts. It is comparatively late in 
the history of civilization that we find imprisonment for debt 
done away witli. The rigorous and relentless attitude of a few 
centuries ago toward the delinquent debtor would not be toler¬ 
ated in this age of industrialism. Honest misfortune is not so 
punished even by him who suffers from it. It is only when 
credit is used to defraud that our laws become punitive, and 
then in no spirit of vengeance nor hope of redress, but as a de¬ 
terrent to others. Debtor and creditor are today in a sense 
partners. The credit relationship is entered into in the hope of 
mutual profit. It is recognized that a man in business has placed 
his capital at some risk, and the creditor recognizes not only his 
own risk, but that of the debtor as well. As has been stated, 
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they are in a sense partners since both have risked capital in the 
same enterprise. 

Trends in Mercantile Credit. —It is the period since the 
Civil War which has wrought the greatest development in our 
credit system. This development has been merely adaptation of 
the credit system to environmental change. Since the Civil War, 
transportation facilities have greatly improved, and such inven¬ 
tions as the telegraph, telephone, and a\itomobilc have been 
brought into full use, while the radio and aviation, although up 
to the i)resent time greatly developed, hold still more in store 
for us. Added to these inventions, which are at the disposal of 
all industries, are the countless industrial inventions, and the 
genius of American management. It was inevitable that the 
growth of the country and changing conditions should develop 
credit into an intricate and sensitive system. 

The buyer (the retailer) no longer makes annual or semi¬ 
annual pilgrimages to the market to select his merchandise for 
6 months or longer. The transition to the practice of selling 
goods by sample and by means of a traveling representative 
took place in the ^eighties. Thus the burden was transferred 
to the seller to sec that the quality of the goods was equal to 
the sample. The open-book account was more adaptable to this 
form of merchandising, and for this reason, and other reasons, 
mentioned in an earlier chapter (sec p. 25, the open-book 
account has been extended to cover in this country ^nlmost all 
parts of the mercantile credit field. Hence, the trade accept¬ 
ance, the draft, and the buyer’s promissory note were sup¬ 
planted. 

Another change which has had its effect upon credit is the 
encroachment of the manufacturer in many lines upon the func¬ 
tion formerly performed exclusively by the wholesaler or job¬ 
ber. A still more recent change in merchandising methods is 
what is known as the “hand-to-mouth” buying policy of both 
jobbers and retailers. This policy has become prevalent in 
recent years. It means that retailers are unwilling to assume 
the expense and responsibility of carrying a large merchandise 
stock, with the risk of frequent changes in the style element 
together with the risk of overproduction and changing demand. 
Small up-to-date inventories of fresh, salable merchandise are 
now desired by the retailer, forcing upon the manufacturer the 
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necessity of carrying on hand sufficient merchandise to meet 
the sudden and changing requirements of his customers. .Con¬ 
sequently, there is a tendency to shorten the ci;edit period, or 
the terms of credit. 

Terms of Sale. —The credit relationship between buyer and 
seller is usually established upon a definite basis expressed in 
the terms of sale. The time and general conditions of payment 
are specified by the terms of sale, or, more properly but less 
commonly used, the terms of credit. Although it has been held 
that the ‘‘terms of sale’’ refers properly to the time limit of the 
credit period, and has nothing to do with the cash discount 
option, nevertheless, we have come to regard the terms as cover¬ 
ing all the conditions of payment. 

The Credit Period. —A very wide divergence is found in 
the length of the credit period under which goods are sold. In 
spite of the tendency to shorten terms we find credit terms 
extending 6 months or 1 year and in some instances for an even 
longer period, but with the most common terms ranging from 
30 to 90 days.^ Terms are commonly referred to by credit men 
as regular or special, meaning that the terms are those custom¬ 
arily found within the industry, or regularly granted by the 
concern itself, or, if special, are by agreement between buyer 
and seller different from the regular terms. Frequently, credit 
men will describe terms by referring to them as recommended; 
that is, terms recommended by a trade association for adoption 
by the industry. 

When all the different terms of sale are hastily considered, 
it would seem that they are the result of chance, or were fixed 
in a haphazard manner as dictated by the sellers’ fancy, or 
necessity. A close study of terms will, on the contrary, disclose 
that they are fixed by conditions which are current, or which 
did exist at some time in the past. Among these factors having 
an influence on terms of credit a few will be mentioned without 
any attempt to arrange them according to their importance: 

1 The reader should remember that there is no such thing as uniformity 
of terms in many industries, nor, oftentimes, within a single business. It 
is clearly the function of the seller to fix the terms as well as the price, 
but either may be changed by agreement between buyer and seller. Alluring 
terms are thus held out to the buyer as an inducement often to the 
detriment of the credit relationship between buyer and seller. 
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1. The Purpose to Which the Goods Will Be Put —It has 
already been stated that the upper limit of credit is fixed by 
the length of time that the owner is interested in the goods or 
that it remains in one phase of production. This is true of 
consumptive goods only. Goods which are sometimes distin¬ 
guished as capital goods, as, for example, machinery, do not 
come within that generalization for two very good reasons. 
First, they do not themselves provide the means of payment 
vsince they are not sold, but usually are ‘'worn out.'' Hence 
the buyer's interest in them extends over a much longer period 
than could be covered by credit. Second, it is generally consid¬ 
ered desirable tliat the fixed capital should be owned outright 
by the business, although there may be some exceptions to this 
statement. The buyer should, therefore, either pay cash or buy 
upon long terms, involving the use of investment credit in con¬ 
trast to mercantile credit. 

2. The Nature of the Article Has Its Influence upon Terms. 
—If it involves a small amount, the tendency will be toward 
short terms. The same is true of articles which arc perishable. 
Obviously, the credit should not outlive the article itself. Stand¬ 
ardized merchandise usually is sold upon short terms because 
of the ease in replacing it, and its consequent short marketing 
period. On the other hand, goods of a seasonal nature will 
be sold on terms to correspond with the season of use, and will 
involve the use of “season dating" terms of sale. 

3. The Buyer^s Ability to Pay May Be Instrumental in 
Fixing Terms. —It is customary in selling farm machinery to 
make the date of payment agree with the sale of the farmer's 
crops. Under this heading comes also what are known as pay¬ 
day terms. Dates of payment are made to correspond with 
the pay days of the industrial workers of the town.^ 

4. The Location of Customers May Have Its Effect upon 
Terms. —More distant customers may get longer terms than 
near customers, so that the additional time in transit is borne 
by the seller and not by the buyer. It is quite common for 
some eastern houses to grant an extra 30 days to all customers 
west of the Rocky Mountains. 

5. Competitive Conditions May Fix Terms.—It is sometimes 

2 Steiner, W. H., “The Mechanism of Commercial Credit,’’ p. 23. 
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as necessary for the manufacturer to compete in terms as it is 
for him to compete in price, quality of goods, or service. Com¬ 
petition may force the seller to grant terms that he can ill 
afford to make. 

6. The Degree of Risk in the Credit of the Buyer Will Be 
Considered ,—The greater the risk the less willing is the seller 
to take that risk for any length of time. For example, in the 
textile field, the good credit risk is sold upon ‘‘regular’’ terms, 
that is, 6 per cent discount at 70 days, with possibly extra dat¬ 
ing as a concession by the seller, while the buyer who is an 
inferior credit risk may be forced to buy on 30 days, or 10 days, 
or perhaps for cash. 

7. Terms Have a Tendency to Shorten and Lengthen with 
Changes in the Business Cycle ,—This can be very briefly 
explained in this way.® The period of prosperity is a period 
of expansion in which it is profitable to borrow money, and, it 
would seem, desirable to still further stimulate sales by grant¬ 
ing longer terms. Goods are in good demand, therefore, and 
sales are easily made. In fact, a seller’s market may exist. The 
seller thus is in a position to dictate terms, and furthermore, 
he may be impelled by necessity to keep down his investment 
in receivables in order to finance his own expanded operations. 
Hence, both credit and terms will be conservative as long as 
buying is stimulated. When buying slackens, the seller is under 
the necessity of acting to keep up the volume of sales and, con¬ 
sequently, terms of credit may lengthen. During the period 
of depression the tendency is distinctly toward longer terms, 
since it now has become a buyer’s market, and the need for 
business forces the seller to terms concessions. The longer terms 
continue until the cycle has moved well into the recovery stage, 
when terms again begin to contract. 

The reader will not, of course, assume that these changes in 
the length of terms are general, or that they take place simul¬ 
taneously in different industries. The student will, however, 
observe the tendency to shorten or lengthen terms according to 
the condition of business. The situation is difficult to analyze 
because of its complexity. 

3 Steiner, W. H., ''The Meehanism of Commercial Credit,” Chap. VI. 
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The Practice of Dating. —By the term ‘Mating” is meant 
the placing of an arbitrary date upon the invoice from which 
date the terms begin to appl3^ Although there are several kinds 
of datings, the purpose of all is to defer the due date of the 
bill. The dating may be expressed in several ways; it may appear 
as a part of the terms, or it may be expressed by giving the 
invoice an arbitrary date after the true date. Datings are 
of several kinds, although, in the last analysis, their purpose is 
either to adjust the time of payment to the marketing period 
or to meet competitive conditions. W. H. Steiner names four 
types of datings: (1) season datings, (2) indirect datings, (3) 
datings on shipments to distant territories, and (4) competitive, 
or extra, datings. These types will be briefly discussed. 

Season Datings. —The manufacturer takes upon himself the 
function of assisting the retailer in financing such goods as may 
be purchased from the manufacturer. As we have seen, there 
is some relationship between the credit period and the buyer’s 
selling season. The season dating is recognition on the part of 
the seller of the buyer’s marketing period. Some industries 
are highly seasonal, as, for example, the straw-hat industry or 
the doll and toy industries. Clothing adapted to each of the 
four different seasons falls within the same category. 

Season datings apply on season purchases, that is, upon a 
stock of merchandise that is purchased for a subsequent selling 
season. The season dating should not be granted when dealers 
place small orders, evidently for immediate consumption, for 
this would be contrary to the principle that the marketing period 
should mark the outside limit of the credit term. 

Certain distinct advantages of this method of marketing 
accrue to the seller. The manufacturer is relieved of the specu¬ 
lative element in the manufacture of his goods. Instead, he 
manufactures upon orders, thus transferring to the buyer the 
task of forecasting his market. Since he manufactures upon 
orders, he is relieved of the uncertainties of the market and can 
devote all his attention to manufacturing costs and spread his 
manufacturing over a much longer period. This enables him 
to keep his plant running during the off season and to avoid 
congestion in the plant during the busy months. The manu¬ 
facturer is relieved to some extent of the necessity of providing 
warehousing space and insurance, and he is relieved of conges- 
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tion in his shipping depaitment through being able to distribute 
shipments over a much longer period. 

The advantages to the buyer are that he is pretty sure to 
have his stock on liand when the active selling season begins, 
and he may make some sales from it long before the date of the 
invoice. Another advantage often received is a lower price than 
is quoted just prior to the active selling season. It is quite cus¬ 
tomary in some industries for the manufacturer to protect the 
buyer against a decline in price. This is done by a provision 
in the contract of sale to the effect that in the event of a decline 
ill price the manufacturer will credit the customer witli the 
difference between the contract price and the price at tlic date 
of dating. This gives the merchant confidence to buy. In the 
event of rising prices, the contract price prevails. 

It will be noted that the credit risk is somewhat increased 
because of the longer credit period. Naturally, goods bearing 
season dating are shipped only to those buyers whose credit 
meets the required standard of the seller. A disadvantage to 
the buyer attached to the preseason shipment is the necessity to 
cover the goods with insurance and to provide storage space. 
These particular disadvantages are avoided by the buyer in what 
is really a form of season dating, the indirect dating. 

Indirect Datings. —This form of dating provides a means of 
deferring payment by deferring shipment to a certain date. 
No dating appears on the invoice, and, while some of the bene¬ 
fits of season dating are received by the buyer, the arrangement 
is classified as indirect dating. It is the practice among the 
manufacturers of silk thread, embroidery silk, and other small 
silk goods to solicit orders during the latter part of July and 
the month of August, for the fall trade. These orders may bear 
shipping dates of Sept. 20 or Oct. 1 or according to the volition 
of the buyer. The order is manufactured, packed, and labeled 
with the buyer’s name and address and awaits only invoicing 
and releasing on the specified date. The advantages of this 
method to both buyer and seller are quite apparent. 

Dating for Distant Territory.— This is, in reality, a form 
of competitive dating, since it is granted by the distant seller so 
that he may be on an equal footing with the nearby seller. In a 
number of different industries, it is the practice of the eastern 
seller to give the Pacific Coast buyer 30 days extra or to increase 
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the regular net terms. The same result may be obtained by 
applying the terms to the date of arrival instead of to the date 
of shipment. This kind of dating is recognition on the part 
of the seller of the cost, in tlie form of extra time, of the long¬ 
distance shipment. 

Competitive Dating. —Whenever the dating does not fall 
within one of the three classifications, already given, it may be 
regarded as competitive, or extra, dating. This form of dating 
gives the buyer extra time without any apiiarent reason other 
than as a concession to the buyer as an inducement to buy. 
Manufacturers of broad silks, for example, usually sell under 
terms of 6 j)(‘r cent, 10 days, 60 days extra dating, commonly 
expressed 6/10/60. This extra dating is not occasional but is 
usual and is now regarded as an integral jiart of the terms, 
and, hence, such terms are regular. To understand thorouglily 
the reason for such terms, a history of the industiy would be 
essential. Probably, in most instances, such t(*rms are forci'd 
upon tlic seller both by comjietitive conditions and by insis¬ 
tence on the part of tlie buyer that he should receive terms some¬ 
what commensurate with his marketing jieriod. 

Nomenclature of Terms. —It lias already been stated that 
there is often no such thing as uniformity of terms within an 
industry, and it may as truly be stated that the same terms are 
sometimes differently interpreted. There arc a number of ab¬ 
breviations in more or less common use which are fixed in 
their interpretation. Tliese will be briefly exfilained in the fol¬ 
lowing paragraphs. 

0. B. D. Terms. —These letters are an abbreviation of cash 
before delivery. They cannot pioperly bii rifferred to as credit 
terms, since, whenever they are employed, there is an absence of 
credit altogether. No harsher conditions can be imposed by 
the seller, unless a distinction is made between cash before 
delivery and cash with order terms. The latter means that the 
seller not only will not deliver the goods but that he will not 
even select them for the purchaser until paid for. 

0. 0. D. Terms.—Cash on delivery terms arc slightly less 
harsh than C. B. D. terms. While it is true that the purchaser 
must pay before he receives the goods, nevertheless some measure 
of credit is extended indirectly. The seller must have a certain 
amount of confidence in the buyer to go to the trouble of having 
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the goods manufactured and packed and to take the risk that 
they will be accepted. If not accepted, carrying charges both 
ways must be paid by the shipper, the cost of packing and 
unpacking must be borne, in addition to which there is the 
danger of damage to the goods while in transit or of depreciation 
in value. Frequently, the purchaser is required to place a 
deposit before a C. 0. D. shipment is made as a guarantee that 
the shipment will be accepted. This is particularly true where 
the goods have to be made to order. 

The substitute for the C. 0. D. terms when shipment is made 
by freight is * ^ S.D./B.L. ’ ^ or sight draft with bill of lading 
attached. This credit instrument has already been explained 
(see p. 55). 

Cash Terms. —Cash terms should not be confused with 
C. B. D. or C. O. D. terms. Under the latter, possession is 
not surrendered until payment is made. Under “cash’' terms, 
it is. Contradictory as it may seem, cash terms are credit 
terms. The period of credit, however, is no longer than the buyer 
may reasonably require to examine the goods before acceptance 
and payment. Unless fixed by court decision or “custom of 
the trade," if a case were brought to court it would be in¬ 
cumbent upon the court to fix the limit of credit. By custom 
cash terms have come to be generally regarded as 10 days. 
When merchandise is sold on a cash basis it is usually quoted 
“net"; that is, since there is no option as to time of payment, 
there is no discount quoted. 

E. 0. M. and M. 0. M. Terms. —In reality, both E. 0. M. 
(end of month) and M. 0. M. (middle of month) terms grant 
dating additional to the credit period of the terms proper. 
Unlike other forms of dating, however, their use is not ostensibly 
based upon the need or desire for more time. Usually these 
terms are requested and granted under the guise of an accom¬ 
modation. A buyer who may have several or many purchases 
during the month, in order to avoid trouble and expense in 
making several payments, requests the privilege of grouping 
all the month's purchases together and regarding the date as 
end of month. It will be noted that if purchases are evenlj^' 
distributed throughout the month, the average date of purchase 
will fall at the middle of the month. The seller is, therefore, 
granting 15 days dating. This may not seriously inconvenience 
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him, and there is some advantage in handling the payment in 
one check instead of several. 

E. 0. M. terras are subject to serious abuse. A buyer, hav¬ 
ing obtained this concession, next requests that all purchases of 
the twenty-fifth, or after, bear dating as of the first of the 
following month, under the plea that the late purchases can¬ 
not be audited and included in the month's payment. This 
concession also being granted, the tendency of the buyer is to 
postpone purchases, whenever possible, until the twenty-fifth 
of the month, thus obtaining a maximum of 35 days over the 
original terms. It is, of course, the seller's privilege to resist 
these encroachments upon the credit terms, and he should be 
alert to see that his legitimate profit is not thus invaded. 

M. 0. M. terms are much less common than E. O. M. terms 
but arc treated in the same way. Usually they arc used in con¬ 
junction with E. 0. M. terms. A seller may be unwilling to 
postpone the purchases of a month until the end of the month, 
but he may be willing to permit the buyer to make two payments, 
the first half month’s purchases being dated the fifteenth, and 
the last half, the end of month. 

Proximo Terms. —The word ‘‘proximo” indicates that the 
date of payment falls within the following months. Terms of 
2/10 prox. in reality are no dilferent than 2/10 E. 0. M. E. O. 
M. is used as the designation of such terms in the textile industry, 
while proximo is more generally used in the wholesale grocery 
line and in the sale of automobile tires. 

R. 0. G. and A. 0. Q. Terms. —^Abbreviations of ”rccei])t 
of goods” and “arrival of goods” are sometimes used to indi¬ 
cate that the terms date from the arrival of goods at destination 
instead of from the date of shipment, as is more usual. These 
terms are, in reality, a form of competitive dating, the shipper 
thus placing all purchases upon the same basis regardless of 
their distance from the point of shipment. The privilege of 
dating the terms from the date of their receipt is often limited 
to the discount option. If that option is not exercised, the net 
portion of the terms dates from the date of shipment. 

R. 0. G. terms i)resent an unsatisfactory aspect to the shipper 
in that he docs not know the date of arrival of the shipment 
and therefore does not know when the discount option expires. 
He may, therefore, easily be imposed upon by the none too 
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scrupulous buyer who may find it to his convenience to stretch 
the discount period a few days. This objection to these terms 
can be overcome by the seller requiring proof of the delivery, 
as, for example, the freight receipt, but he is often loath to 
exact such proof. 

Discount Terms. —It is the usual practice for the seller to 
quote two or more options involving tlie time and amount of 
payment. One quotation (the terms part) covers a portion, at 
least, of the buyer’s marketing period and thus aids him in 
financing his business, while the lesser ])rice and the earlier 
payment option are for the benefit of him who does not need the 
seller’s financing assistance. This latter ox)tion, which is com¬ 
monly called the ‘^cash discount,” should not be confused with 
the trade discount by the reader. The two forms of discount 
are entirely different in their nature, although some discount 
terms partake of the characteristics of both and are hard to 
classify. The basic difference between them is that the cash 
discount provides an option of lesser price for earlier i)ayment, 
while the trade discount is not affected by the time of payment. 
The trade discount has been aptly called ^^a cumbersome price 
adjustment. ’ ’ 

The trade discount ])rovides a convenient method of con¬ 
cealing from the public the price obtained by the seller, and it 
provides the means to concerns publishing catalogues of changing 
quotations by changing the trade discounts without the neces¬ 
sity of publishing a new catalogue. Another instance of the 
use of the trade discount is to permit a price adjustment to a 
certain class of buyer, as a differentiation is sometimes made 
between the jobber and the retailer, without changing the basic 
quotation. Other trade discounts arc cncount(u*ed which have 
no obvious justification. These may be regarded as historical 
or the result of trade custom. 

History of the Cash Discount. —The reader has already been 
informed that the promissory note together with the trade ac¬ 
ceptance formed the basis of our credit system prior to the Civil 
War. That great struggle, like all great conflicts between two 
peoples, had its marked influence upon the commercial develop¬ 
ments of the combatants. There followed a period of reconstruc¬ 
tion during which banking facilities were inadequate, and specie 
payment was suspended. The excessive issue of greenbacks, in 
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which the public did not have full confidence, made the value 
of credit instruments uncertain. With the better transportation 
facilities afforded by the great expansion of the railway system, 
it was inevitable that sellers of merchandise should reach out for 
wider markets. The nation was gradually changing from an agri¬ 
cultural to an industrial i)eople. But the per capita wealth was 
small, and new merchants had to be financed. It was essential 
that the seller should greatly assist the bank in financing trade. 
Hence terms of 4, 6, or more months were common. When the 
buyer had largely ceased to visit the market and, instead, was 
called upon by the ''runner’’ or "drummer” of the seller who 
sold from sample, the personal contact between seller and buyer 
was lost. It was but natural that the seller slioidd have less 
confidence in the buyer whom he had never seen and should 
consequently attempt to sell him on shorter terms. 

All of these factors tended to make the switch from the note- 
and-acceptance method to the of)en-account and cash-discount 
system a logical and natural one. The seller had two chief 
reasons for offering the cash discount. If l:c could sell for cash, 
he could avoid bad-debt losses, and he could have the use of the 
money for the taking of discounts offered him or for the expan¬ 
sion of his own business. It became quite common for the seller 
who had been aecustomc'd to S(dl on 4 or 6 months’ credit to 
offer 8 per cent or even larger discounts for j)ayment within 
10 days. Today, terms are shorter, and discounts smaller. Mer¬ 
chandise which used to be sold on terms of 6 months or 6 per 
cent cash is now sold on such terms as 2 per c(*nt cash net 60 
days. The contraction of terms and discount is due to several 
causes. Banking facilities have increased, thus removing much 
of the necessity for financing assistance ui)on the part of the 
seller. Banking facilities are now adequate, and bankers, as well 
as the large corporations with large capital resources, are aggres¬ 
sively seeking further to assume the credit burden. Then, too, 
business is now carried on at long range under highly competi¬ 
tive conditions, resulting in a narrower margin of profit. The 
credit risk has improved; buyers can more easily finance them¬ 
selves or secure bank aid, so that so great a difference between 
the cash price and the credit price is not a necessity. In other 
words, the seller does not have to offer so large a discount to 
attract a cash payment. The tendency of the times seems to 
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point to a slow yet rather certain narrowing margin between 
the caish and the time price and also to a contraction of the 
credit term or time limit of payment. What, however, may be 
the vogue some years hence cannot be foretold.^ 

The Cash Discount Analyzed. —Merchandise is commonly 
quoted at a definite price, which, curiously enough, is not the 
cash price but the price to be paid at some future time or the 
credit price. A buyer of hardware, for example, receives a quo¬ 
tation of, let us say, $100 for certain hardware, with terms of 
2/10 net/60. The $100 price may be for today’s delivery, but 
it is not the price for today’s payment. The buyer has the 
option of paying either at 60 or at 10 days but not the same 
price. He is, in effect, quoted $100 cash in GO days or $98 cash 
within 10 days. The bill being due in 60 days, the buyer is 
allowed a deduction of $2 if payment is made 50 days in ad¬ 
vance of the due date. The cash discount—in this instance, $2 
—is regarded by many as the premium allowed by the seller 
for advance payment of a bill not due. The buyer, if he is 
financially in a position to exercise the option of earlier pay¬ 
ment at a lesser i)ricc, is commonly accustomed to regard the 
discount taken as a financing profit, while if he neglects or is 
unable to exercise the earlier option, his thought is that he 
is obliged to forego this additional profit. The discount is re¬ 
garded as a part of the seller’s profit which is transferred to 
the buyer. Although this is the common viewpoint it is a 
deluded one. 

The true price of merchandise is often camouflaged by the 
manner of quotation. In the illustration used above, the hard¬ 
ware is worth not $100 but $98. In other words, the seller is 
willing to take $98 for his merchandise, but he requires $2 extra 
to reimburse him for the loss of the use of $98 for 50 days and 
for the credit risk which he is accepting. This difference of 
2 per cent is not therefore a premium or a financing profit 
obtained by the buyer in a x>o'sition to take it. On the other 
hand, if the buyer fails to exercise the earlier option, the ‘‘dis¬ 
count” of $2 is the price that he pays for being financed by the 
vendor. That is, the buyer is being financed at a cost of 14.89 


“♦An exception is to be noted in the comparatively recent development 
on a large scale of the instalment sale. 
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per cent.® Assuming tlie worth of money to be 6 per cent, the 
buyer is paying 8.89 per cent above the value of the money for 
the privilege of being financed by his vendor. 

This 8.89 x)cr cent, however, does not represent i)rofit to the 
seller, since he has costs in connection with the credit customer 
from which is freed by the cash customer. Among those 
who fail to take discounts will be found those who run over the 
net period of 60 days and from whom it will be difficult and 
(expensive to collect. , 

Bad-debt losses will also occur among this class. The differ¬ 
ence of 2 per cent in the quotations, instead of being a premium 
for advance payment, is, rather, a premium paid by the buyer 
to the seller to, insure him against loss for the use of the money 
for the time involved, the expenses of carrying the account and 
making the collection, and the losses by bad debts. 

The so-called cash discount marks the division of buyers into 
two classes, those of su])erior and those of inferior credit. Tliose 
with superior credit eitlier have the funds themselves or can 
borrow them from the bank in order to pay the cash price. Those 
of inferior credit cannot borrow from the bank, since the bank 
is unwilling to take an inferior risk and must therefore i)ay 
the higher i^rice for financing to their merchandise creditors. 
The buyer who aligns himself with the inferior-credit class 
must not only pay for his own credit risk, but his payment 
is based upon the average risk of the entire class. The buyer 
in this class helps to pay the bad-debt losses caused by others 
as well as the costs of collection for the entire class. 

The reader will, of course, understand that this premium is 
not accurately fixed according to the financing costs mentioned. 
The premium paid may more than cover the value of the money, 
the collection costs, and the bad-debt losses, in which case the 
net terms prove to be more profitable than the cash terms. On 
the other hand, the premium may be too low to cover such costs. 
In this case, the cash customers are aiding in financing the 
credit customers. 

5 This is explained as follows: The buyer has the use of $98 for 50 
(lays. Since it costs him $2, he is paying at the rate of $2.04 per cent 
($2 -r 98). As he uses the money for only 50 days at a ciist of 2.04 
per cent, if he used it for a full year it would cost 14.89 per cent 
(2.04 -f- 50/365). 
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Factors Influencing the “Cash Discount. “—From the pre¬ 
ceding discussion, it would seem that the discount should be 
determined by such factors as the length of credit required by 
the buyer, the cost of carrying and collecting the account, and 
the credit risk representing the danger of bad debts. Other 
factors must also be considered. It is self-evident that the dis¬ 
count rate must exceed the current rate of interest; otherwise 
there is no incentive to borrow from the banks in order to pay 
cash. Furthermore, the maximum size of the cash discount is 
also limited. If too great, it fails in its function to divide the 
cash and time customer, since the time customer will strenuously 
attempt to force the discount rather than be penalized by an 
exorbitant financing charge. The value of the money to the 
seller may be a factor. If the seller has not sufficient credit 
to enable him to borrow from a bank, he may offer a larger dis¬ 
count to attract payment if the size of the profit permits it. 

Rate of turnover of merchandise seems at times to influence 
the rate of discount, the slower-moving articles generally calling 
forth a higher rate of discount. The old policy of “charging 
what the traffic will bear’’ may affect the discount. A class of 
trade may be sold whose risk is small, yet the discount (or financ¬ 
ing charge) may be high. As a general rule, the poorer the 
risk the greater the discount, or, conversely stated, the poorer 
the risk the higher the financing charge. Competition may fix 
or raise the discount rate. A vendor is in competition with other 
vendors for the customer’s money. Unless the discount rate is 
equal to that of other vendors, the discount offered will be inef¬ 
fective, provided the buyer cannot discount all bills. Again, 
the seller’s margin of profit will affect the discount. The nar¬ 
rower the margin of profit the less the risk which may be taken, 
and, consequently, the less the need for a high financing charge. 

Still another factor is the condition of business. When busi¬ 
ness is good, there is a tendency both to shorten terms and to 
lessen the cash discount, while the reverse is true when business 
is bad. Then the seller is willing to sacrifice both terms and 
discount in order to stimulate sales. 

The Value of Good Credit. —^As stated above, the cash dis¬ 
count divides buyers into two classes: the discounters possessing 
superior, and the non-discounters inferior, credit. The discount¬ 
ers are, naturally, heavy borrowers from the banks, while the 
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non-diseoiinters, having inferior credit, arc unable to borrow 
and must of necessity seek the aid of their merchandise creditors. 
Thus it is said that the banks measure the credit of the better 
accounts, while the merchandise creditors measure the credit of 
the poorer risks. 

The cash discount marks a division between customers, elim¬ 
inating practically the entire credit risk on the better class and 
enabling the credit man to concentrate on the poorer class. 

That good credit has real value to the possessor is apparent 
when the value of the cash discount is computed. For example, 
terms of 2/10 net 30 are equivalent to 36 per cent per annum. 
This computation is made in this way. The bill being due in 
30 days may be paid 20 days earlier, or in 10 days, with a saving 
of 2 per cent. If 2 per cent is the value of 20 days, then 
36 per cent is tlie value of 360 days. A table is given for the 
convenience of the reader showing tlic percentage per annum 
gained by paying the cash price under some of the more com¬ 
mon terms. 


Per cent 

Days 

. Net 

Per cent 
per annum 

1 

10 

30 

18 

2 

10 

30 

36 

2 

10 

00 

14 

3 

10 

30 

64 

3 

10 

60 

22 

4 

10 

60 

29 


Since money itself may be said to be worth 6 per cent, the 
value of credit under terms 2/10 net 30 is 30 per cent. The 
supposition here is that the buyer will be able to keep a given 
sum constantly employed, that is, that he will be able to save 
2 per cent eighteen times per year. This, in actual practice, 
would hardly be possible. It should be noted that the buyer 
cannot save in a year a greater sum than is offered to him in 
discounts. If, for example, a merchant's purchases are $40,000 
per year under terms of 2/10 net 30, the discount is $800. Let 
us also assume that $8,000 capital is required if discounts are 
not taken. Furthermore, let us assume that $4,000 more is 
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required to carry the inventory on a cash rather than on a time 
basis. It is apparent that since the $4,000 must be borrowed 
at a cost of 6 per cent, or $240, the sum saved is $560, or 14 
per cent. Conversely stated, and this is the more important 
viewpoint, the merchant who fails to take his discounts under 
these hypothetical conditions pays the additional sum of $560 
because of his inferior credit. 

Interpretation of Terms of Sale. —The reader will find some 
seemingly peculiar interpretations of terms. It will be well to 
remember that frequently there is neither uniformity in terms 
nor uniformity in their interpretation. It is necessary, there¬ 
fore, to conform to the custom of the industry or to the inter¬ 
pretation of the seller in many instances. For example, the 
regular terms of the manufacturers of broad silks arc 6 per cent 
in 10 days, with 60 days’ dating, commonly written 6/10/60. 
By strict interpretation, such a bill is due 70 days from its date, 
less a discount of 6 per cent. No option is given the buyer by 
the terms. In general ijracticc, however, the buyer has several 
options. If he wishes to ignore the 60 days’ dating, it is under¬ 
stood that the terms are 7/10. If, on the other hand, ho wishes 
to pay at some date between .the tenth and the seventieth day, 
he computes the net amount due on the seventieth day and then 
deducts interest for the anticipated time at tlie legal or current 
rate. Usually, the procedure is the same if payment is made 
after the seventieth day, except that the interest is added to 
the amount due. Thus, on a bill for $1,000 if paid on the tenth 
day, the remittance would be $930, while it* paid on the seventieth 
day, the remittance would be $940. It will be noted that the 
purchaser obtains an additional 1 per cent on the gross amount 
of the bill for the 60 days’ advance payment, instead of 1 per 
cent on the net amount of the bill at its maturity, $940. If 
payment should be made on the fortieth day, however, deduction 
would not be 6V^ per cent from the gross, but anticipation would 
be computed at the rate of 6 per cent per annum on the net 
amount of the bill at maturity, or cent of $940. 

If payment is not made at maturity, the seller has the legal 
right to payment of the gross amount of the bill plus interest 
at the legal rate from the date of maturity to the date of pay¬ 
ment. In practice, however, this right is exercised only when 
friendly relations with the purchaser have been severed or when 
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the purchaser has become insolvent. With the purchaser whose 
goodwill the seller desires to retain he deals more rationally. 
•The purchaser is required merely to i)ay interest at the legal 
rate covering the period of delinquency and based on the net 
amount of the bill. Sometimes the seller docs not even insist 
upon the addition of any interest. Again, tliere are firms which 
impose a penalty upon the bu^^er who is delinquent by compel¬ 
ling him to lose 1 per cent of the discount if at all delinquent, 
2 per cent if delinquent 30 days or more, and 3 per cent if 
delinquent 60 days or more, etc. It will be noted that under 
tills arrangement the purchaser pays over 12 per cent for Ins 
delinquency, and, granted that money is wortli 6 per cent, he is 
penalized more than 6 per cent for his failure to })ay. 

The reader may be puzzled by the attempt to classify the 
terms illustrated above. Since the terms themselves disclose no 
option—no premium for advance payment—the discount of 6 
jier cent does not appear to be a casli discount. Also the ])rice 
of the merchandise is not the gross amount of the invoice but 
the gross amount less the discount. The discount, therefore, 
appears to be a trade discount. But on the other hand, if pay¬ 
ment is not made within the discount period, the right to the 
discount is lost. This is clearly a cash discount feature. As a 
matter of fact, this discount partakes of the characteristics of 
both the trade and the cash discount and can be interpreted as 
either, depending upon the conditions incident to its interpre¬ 
tation. 
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Text and Besearch Questions 

1. Summarize briefly four distinguishing characteristics of mercantile 
credit. 
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2. Wliat is the modern attitude toward credit as contrasted to the atti¬ 
tude some centuries ago? 

3. List as many reasons as you can why terms in business are not 
uniform. 

4. Would or would not uniform terms be desirable? Why? 

5. How may cash discounts be distinguished from trade discounts? 

6. Name as many articles as you can the terms of which are generally 
referred to as the financing charge. 

7. Hays & Company have annual sales of $1,000,000 on terms of 2/10 
net 30. One-half of the sales are discounted. The other half are paid on 
an average of 70 days from date. If an interest rate of (5 per cent, bad 
debts of $5,000, and collection expenses of $3,000 are assiinied, from which 
half of the sales docs Hays & Company derive the greater profit, and how 
much? 

8. A merchant has five invoices each for $300 bearing terms of IJIO 
net 30, 1/10 E. O. M., net 30, 2/10 net 60, and 6/10/00 extra. The net-30 
invoice is due today, and each of the others is dated one week ago. He 
has only $900 to meet these bills. Which one should he pay? 

9. What factors other than the size of the discount might be involved 
in question 8 ? 

10. Arthur Hays, a retailor, has a net worth of $6,000. Ho purchases 
during the year $30,000 of goods under terms of 2/10 net 30. Ho finds it 
impossible to take his discounts, paying instead on an average of 50 days. 
By borrowing $3,000, which he is able to do at 0 per cent, all discounts 
can be taken. Wliat percentage of additional profit on his net worth will 
be earned by taking the discount? 

11. In the above problem what capital would Mr. Hays require to ''earn 
36 per cent per annum on terms of 2/10 net 30’’? 

12. An invoice for $1,000 bears terms of 6/10/60 extra. How mucli 
should the purchaser pay if he settles on the fortieth day? The seventieth? 
The one hundredth? 

13. Assume a group of ten^invoices, each in the amount of $946.80, and 
each dated Nov. 1. The various terms of sale are as follows: C. O. D., 2/10 
net 30, 2/10 net 60, C. B. D., 6/10/60 extra, cash terms, 1/10 proximo, 
2/10 net 30 E. O. M., 8/10 E. O. M., and 3/10 net 60 as of Dec. 31. Fill 
out the following form arranging the terms in order from the most harsh 
to the most lenient. 


Amount 

of 

invoice 


X erms 


I^ess discount, 
due date timount 


Net, 

(kite due 



CHAPTER VII 


THE CREDIT MAN 

Development of Credit Work.— It may be said with con¬ 
siderable truth that the steam engine, the telegraph, and the 
telephone, as the principal factors in the development of large- 
scale business enterprise, are largely responsible for the modern 
credit department. It might also be said that the traveling 
salesman has made a credit specialist a necessity. Equal support 
can be given to the statement that the credit department is 
merely the inevitable result of our age of specialization. It 
would be more accurate, however, to conclude that the credit 
man and the credit department are the result of a combination 
of these circumstances. This function, together with that of 
financial control, represents the last phase of business activity 
to be surrendered or delegated to subordinates by the owner or 
manager. Thus, it was long regarded as too important a func¬ 
tion to be placed in the hands of the bookkeeper or ‘^lircd man*’ 
and as a result has brought about the development of a credit 
specialist or executive. 

When business was largely under the direction of a sole 
proprietor, whatever credits were made were approved by the 
owner. The inventions mentioned above, and others, greatly 
hastened the devcloi)ment of our country and widoiUKl the scope 
of the business man’s activity. The growth of business units 
thus aided made it impossible for one man to perform all the 
functions of production, marketing, and finance. Then, too, 
credit and merchandise were exchanged largely upon personal 
acquaintance. It was customary 50 years ago for the buyer to 
visit the wholesaler once or twice a year and, after several days 
of entertainment and of inspection of goods, the selection was 
made. The seller, having sized up his customer, approved the 
credit. At a later period, the method of purchasing was re¬ 
versed and the seller, through his representative, the salesman, 
went to the purchaser. Thus the personal relationship between 
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principals was lost, and in many cases the salesman took over 
not only the selling but the credit function as well. The credit 
skill of a salesman largely determined his value. He knew and 
controlled his trade. To send a new and untried salesman into 
a territory was hazardous, since it invited the more hazardous 
and the distinctly dangerous risks. Thus, the responsibility for 
credits became divided among principals, salesmen, and man¬ 
agers. It was but natural that the bookkeeper should be given 
a part in the approval of credit, since he was in the best posi¬ 
tion to know how the different customers took care of their credit 
obligations. 

Thus, we find that for some years credit approval was a 
divided responsibility and a somewhat neglected function. The 
transition of this function to one-man control was slow but 
inevitable. The most logical selection for this new position was 
the bookkeeper who had been assisting in the work. The book¬ 
keeper had no exalted position in the business organization at 
that time, and consequently, the same individual when he became 
the credit man—a ^‘glorified bookkeepers^ according to someone 
—^still held an inferior position. Neither the credit man nor 
his employer realized the importance and possibilities of credit 
department work. It may be said with complete justification 
that even today credit men have not realized the potentialities 
of their department. 

The date of the establishment of the credit department and 
the career of the credit man has been fixed as in the early 
’nineties. The National Association of Credit Men was estab¬ 
lished in 1896. This early recognition of the need of association 
and cooperation among credit men has been a potent factor in 
the rapid development of the credit man and of the importance 
of his department. 

The Credit Man’s Position. —The material progress accom¬ 
plished in the last 40 years far outstrips any similar period in 
history. We have progressed far and fast in means of com¬ 
munication, in inventions and discoveries, in adaptations of 
power, and in business education. In the development of busi¬ 
ness, we have attained a remarkable degree of administrative 
efficiency and tremendous productive capacity through organi¬ 
zation and specialization. With all its complexity, business is 
developing a sense of responsibility and service, of usefulness 
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THE CREDIT MAN 

to society, and a higher standard of ethics and ideals. Here 
stands the background of the credit man of today. He is the 
result of business needs and business experience. Today he is 
the specialist, the analyst, the business critic who guides and 
controls over 90 per cent of all transactions involving the trans¬ 
fer of goods. The credit man, through his national association, is 
assuming a responsiblity in the shaping of business ethics. More¬ 
over, as a trained observer and thinker, he is becoming the court 
of last resort in practical scientific business opinion. 

The Future of the Credit Man. —The credit man has pro¬ 
gressed far since 1896, but he is still in the process of develop¬ 
ment. Recognized now as an executive in the financial department 
of business, he is destined to become in the future an even more 
potential factor in the science of business. Not only will he be 
skilled in discovering and interpreting facts in regard to the three 
C’s—^^Charaeter, Capacity, and Capital—^but he will become an 
authority for his concern in the prescribed field of analyzing, in¬ 
terpreting, and forecasting business and business conditions. Just 
as the larger banks now employ an expert, who is called an ‘ ^ econ¬ 
omist,” in interpreting business and business trends, so in the 
near future will each large commercial house have its authority, 
the credit man, who will serve as the economist for his house. 

Many credit men have not themselves grasped the impor¬ 
tance of their work, and some, realizing its importance, have 
neglected opportunities of selling its importance to other execu¬ 
tives in business. The general statement may be made that the 
office does not make the man important, but that it is the man 
who makes the office important. When credit men come to a 
full realization of the potentialities of their place in the busi¬ 
ness world, and have developed themselves to more completely 
fulfil their function, the credit department will receive its just 
recognition. 

The student is particularly interested in what opportunities 
are possible for the future. These opportunities are growing 
because both business houses and banks, as well as the credit 
men themselves, are coming to a fuller realization of the impor¬ 
tance and value of a highly developed credit department. The 
field is ripe for aggressive young men who are prepared by 
education and general experience and who are adapted to this 
work. 
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Qualifications of the Credit Man. —It is important for the 
good of both the individual and the profession that the young man 
should not engage in credit work as a career without carefully 
considering his (lualifications and the exacting requirements of 
the profession. A prime consideration is the interest it will 
liold for tlie student. Credit work is devoid of monotony. There 
an; evt;r-recurring problems, no two exactly alike, which con¬ 
stantly challenge the resourceful and analytical mind of the 
credit man. It is not true that credit men arc born, but, on 
the other hand, a credit man lacking certain inherent qualities 
would achieve success only by unnecessarily hard work, likened 
to forcing a machine to do work for which it was not specially 
designed, or which is a strain upon its capacity. It is desirable 
that the credit man should have, or that the credit student 
should develop, certain qualifications for the work, and in addi¬ 
tion, should have a knowledge of certain subjects, the foundation 
of which can be acquired by education. Granted, then, that 
there is a natural fitness of the worker to the requirements of 
his vocation, what other personal qualifications arc essential? 

The first essential of the good credit man let us call, for the 
want of a better word, background,’’ that indefinable quality 
which is acquired by a liberal education and the successful prac¬ 
tice of one’s vocation. The student may think it an anachronism 
to say that one never engaged in a business pursuit should have 
background, but this is a quality which one begins to develop 
at a very early age. The student is acquiring it. It grows 
upon the credit man as he develops in his work and in his 
preparation for it. Background, akin to, yet differing from, 
experience, embraces several other qualifications which although 
exhibited to some degree as natural tendencies, should be fur¬ 
ther developed. 

An analytical mind is an essential for the credit man. He 
must have the power to resolve problems into their component 
parts, and to recognize their essential elements. He must have 
a studious, searching disposition and the patience for a con¬ 
sideration of details. Furthermore, he must have a judicial 
temperament. The credit man is essentially a judge. He has 
evidence both accurate and inaccurate and of varying degrees 
of importance presented to him which he must weigh. His con¬ 
clusions must be sound and the result of reason. A third major 
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quality without which the credit man’s progress is limited is 
that of thoroughness. The credit man’s hunger for information 
should never be appeased. Yet there is efficiency in his thor¬ 
oughness. Thoroughness consists in going into just sufficient 
detail to cover the task in hand with completeness and efficiency. 
Thoroughness is the ability to give the problem the attention 
which it merits without the waste of time on immaterial points 
or the duplication of effort. Thoroughness will not leave undone 
or uninvestiga-ted any important or decisive material factor of 
the task in hand. Particular emphasis should be given to thor¬ 
oughness for there are many errors in the appraisal of credit 
due to the failure to obtain sufficient information upon which 
to base a credit decision. 

The credit man must constantly be on the watch for out-of- 
the-ordinary information. He must scrutinize carefully appar¬ 
ently insignificant data. He must be quick to see the significance 
of chance remarks as applied to his particular problem. This 
ability may be termed alertness. Having an analytical mind, a 
judicial temper, and thoroughness, coupled with alertness, the 
credit man should arrive at the right conclusion and make the 
right decision. He needs then firmness, but not obstinacy. Hav¬ 
ing come to a decision of a proper course to pursue, or having 
made a yes or no decision, he will adhere to it with the courage 
of his conviction. With firmness, the successful credit man will 
be found to possess patience, that is, forbearance, or self-posses¬ 
sion under provocation. The credit man ‘‘finds on the facts,” 
and though hig “findings” run contrary to the wishes or opinion 
of customer or the salesman, criticism or resentment will not 
disturb the credit man’s sense of balance. Life will be pleas¬ 
anter and his duties easier if the credit man refuses to be dis¬ 
turbed by the unpleasantness and petty exactions of the credit 
department in its contact with the policies and personalities of 
other departments in the business. 

He should have the element of resourcefulness and this will 
cover the quality of tact. A quick appraisal of circumstances 
and the ability to handle them in the most effective manner will 
enable the credit man to extricate himself from many a mis¬ 
understanding. The resourceful credit man will recognize the 
interests of everyone concerned and give them their proper place 
without arousing resentment or antagonism. He should possess 
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or develop a good memory. This statement does not imply a 
paucity of records. These should be complete. There are, how¬ 
ever, numberless things which cannot be recorded which the 
credit man will find of great service if they come to his mind 
at the proper time. 

Paradoxical as it may seem to some, the credit man should 
be sympathetic to those who may be adversely affected by his 
decisions. The credit man, like the banker, is often thought of 
as a cold emotionless being with no compassion'for the misfor¬ 
tunes and adversities of his fellowmen. Nothing need be further 
from the fact. Let the credit man show a real regard for the 
interests of his customer, and those of the salesman as well. Such 
a quality will prove that his attitude is not one of ruthlessness 
but rather of helpfulness, so far as is consistent with his duty. 
This attitude may be described as warmth of character or cor¬ 
diality—the expression of that real friendliness and helpfulness 
which everyone should feel toward his fellowmen. 

The final quality required of the credit man is honesty, and 
by honesty is meant more than our ordinary conception of the 
word, more than an absence of an intent to deceive. The Latin 
word honestas more accurately expresses the quality desired. 
The credit man should have honor, high moral worth, a noble¬ 
ness of character. He should strive to fulfil the highest ideals 
of his profession. It is a fine sense of obligation to others and 
to himself. As the credit man bases his actions upon confidence, 
so must the confidence of the entire business world repose in 
the credit man. His character should be beyond question. 

A quality which will prove of inestimable value may be a 
combined diplomacy and leadership. The author has in mind 
particularly the necessity of these two qualities in dealing with 
embarrassed or insolvent accounts. The handling of insolvent 
accounts calls for united, and not individual, action upon the 
part of creditors. Having investigated the case and having 
arrived at a decision of the best plan to adopt the necessity 
arises of getting the agreement and cooperation of other cred¬ 
itors. This will require a high degree of diplomacy for other 
plans may be formulated by other creditors and tenaciously 
clung to by them. Diplomacy requires not only the ability to 
get the cooperation of others, but it requires the ability to yield 
and to cooperate as well. If the plan advanced cannot be 
adopted, then the next best plan must be supported. Since 
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cooperation is a prime requisite diplomacy is invaluable in secur¬ 
ing it; but obstinacy should have no place in the credit man’s 
make up. 

The Educational Qualifications of the Credit Man.— This is 
the day of the educated man in business. That which we call 
business is a system and a science which has been elevated to 
equality with the learned professions. To be a business man 
carries with it the idea, not only of a certain practical shrewd¬ 
ness and capacity, but also of vision in a mastery of its proc¬ 
esses, its organization, its specialization, and its complexity. 
The day of the glorification of the self-made business man is 
passing, because trained men are stepping into the responsible 
positions. In earlier days the young man learned his craft by 
serving an apprenticeship. If a young man desired to become 
a lawyer, he ‘^read law” during spare moments while doing odd 
jobs in a lawyer’s office. The business man started as an office 
boy, and it was thought until a few years ago that one could 
become a credit man only by serving a long apprenticeship in 
a credit department. That method is tedious and narrow, and 
it docs not oftentimes give a breadth of training or a thorough 
understanding of principles. The student should not get the 
impression that an apprenticeship can be avoided; but the ap¬ 
prenticeship which must inevitably be served will be greatly 
shortened by preparation. 

The credit man is essentially a student. Education will give 
him a well-equipped historical background and a technical 
knowledge, but he must be a student of events and have an 
alert sense of the significance of business.developments. He must 
develop the ability to see ahead. Credit men, because of their 
constant study of it, should be able to read the future better 
than any other group engaged in business enterprises. There 
must be a greater ability to foresee, and with accurate foresight 
will come the ability to control. 

As a part of his education, the young man, or woman, is 
advised to identify a few of the clearest thinking minds of his 
day. To such leaders in economic thought close heed should be 
paid. Such men not only think clearly, but express themselves 
with convincing force and clearness and, in so doing, help us 
all to mould a sound economic philosophy. Their utterances 
should be carefully considered and weighed. Such men aid the 
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Student to recognize and understand the political and economic 
trend of the times. The student will need to exercise care in 
making his selection among the many books, articles, speeches, 
and private conversations, as a basis for the development of 
his ideas. His selection, however, must be broad enough so that 
he may view questions of public intenist in their entirety. The 
credit man who would rise above the mere routine of his office 
will wish to direct his attention to the underlying factors which 
are constantly making future business history. 

The student may say that the requirements enumerated call 
for a superman. Not a superman because there will be in the 
future many credit men who fulfill these qualifications. When 
we behold whr.t two generations have accomplished in progress, 
and when we realize that our speed forward is now as rapid 
as it has ever been, it is realized that only a man with vision 
can paint a i)ieture of what business will be 30 yeai-s hence. 
More records on a national scale are being kept, and still more 
will be kept in the future and with greater accuracy. These 
records must be interpreted, and from this need we may expect 
to find the Business Economist in the place of the man we know 
now simply as the credit man. 

The young man, or woman, who has decided to enter the 
credit field in business is often confronted with the problem as 
to how he may best i)rcpare himself for that field. The young 
man, as well, who is already engaged in credit work wishes to 
know how he may insure for himself the most rapid promotion. 
The answer is to augment the qualifications emimerated in the 
earlier part of this chapter by a thorough and systematic train¬ 
ing. A knowledge of certain subjects may be regarded as os.scn- 
tial, while some familiarity with other subjects is highly desir¬ 
able. This knowledge can be obtained by anyone with a common 
school education who possesses other requisite qualifications, 
although in the field of credits as well as in other fields of busi¬ 
ness, the college-trained man will no doubt be given the prefer¬ 
ence. Certain it is that familiarity with the debit and credit 
sides of a ledger account and a knowledge of how to look up a 
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and their instructor, or instructors, the man or men with whom 
they have been associated. The result has been either a good, 
a bad, or an indifferent training. It is an accepted fact that 
one cannot long closely associate with another without acquiring 
something of the moral and mental habits of that person. Espe¬ 
cially is this true of one at a young and impressionable age. It 
behooves everyone, therefore, to choose his or her associates in 
the credit field, or out of it, as carefully as circumstances will 
permit. Experience is invaluable but progress is much more 
rapid if supplemented by systematic study. 

Suggested Subjects for Study. —As has been said, any young 
man with a fair education to start with should prepare himself 
for his chosen field by study, or, if already engaged in it, should 
supplement his experience by pursuing in his leisure time a fixed 
program of studies. Fortunately, for young business men and 
women, courses of study in nearly any subject are now avail¬ 
able. Those who cannot pursue them at one of our colleges or 
universities can study under the supervision of an instructor 
by mail, or can make the study without supervision. The Na¬ 
tional Association of Credit Men fosters a credit education 
through its National Institute of Credit. Many universities are 
adding more and more business subjects to their curricula, and 
in many of them complete courses designed to give the student 
the necessary training for credit work can be taken. Whether 
the study is pursued within an institution of learning or inde¬ 
pendently, the following subjects are recommended for study. 

It is fitting that business English be given the first place in 
the credit student’s curriculum. Good English does not make 
a good credit man, but a good credit man uses good English. 
Special emphasis, of course, will be given to credit and collection 
correspondence, but the study should not stop with that. The 
ambitious young man or woman does not study a few subjects 
merely to be able to ‘‘fill a job.” The broader education will 
include some subjects which are often termed “cultural.” The 
student will, therefore, continue his study of the effective use 
of good English by a course which will cover the outlines of 
literature. Other courses which will broaden the student are 
outline courses in history and science. 

The credit man should realize that as an executive in the 
financial branch of business he will come into contact with 
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executives and heads of businesses, many of them well-educated 
men, and he will wish to meet them on equal terms. In no way 
can the young man, or woman, more rapidly develop himself, 
or herself, than by education. Subjects to be taken might be 
roughly i)laced into two general classes: subjects which might 
almost be termed tools of his trade, and cultural subjects. But 
there can be no distinct division between them. For instance, 
in which class would be placed such subjects as psychology, 
ethics, and logic? They are of value to any business man and 
should be included in the educational program. 

A second fundamental is the subject of economics, a study of 
the principles of the. science of business. Some knowledge of 
this subject is required to enable one to read the current litera¬ 
ture of the subject intelligently. It serves, also, as the pre¬ 
requisite to a study of statistical methods and application. It 
is a fact that business men are paying more attention to statistics 
and to the findings and conclusions of economists. In fact, busi¬ 
ness men arc becoming, to some degree, economists. The inter¬ 
pretation of statistics, and, therefore, some knowledge of how 
they are compiled, is essential to credit work. 

The credit man needs a general knowledge of accounting. 
This will embrace not only the principles of accounting, but 
should include accounting problems and theory. Since the credit 
man may have to audit or supervise the audit of an insolvent 
customer’s books, he will find auditing of practical value. A 
complete accounting knowledge would also include cost account¬ 
ing, since the credit man may often have occasion to discuss 
costs and cost systems with his customers. While such a general 
knowledge of accounting subjects, as outlined above, can hardly 
be called essential, the credit man must have enough accounting 
knowledge to enable him thoroughly to analyze a financial state¬ 
ment. 

The student is also advised to make some study of commer¬ 
cial law. While the credit man is not a legal authority, it should 
be remembered that he is dealing constantly with contracts, and 
he handles a considerable quantity of commercial paper. His 
study should, therefore, cover at least the law of contracts and 
commercial paper. An even broader study of commercial law 
will be helpful. 

A study of the fundamental principles of business finance 
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is desirable. This subject will embrace the various types of 
business organization, their capitalization, methods of raising 
capital, questions of financial policy, etc. Because of the popu¬ 
larity of the corporate form of business and the legal restrictions 
and the problems which that type of business organizatioii prs- 
sents, it is suggested that a detailed study of finance as applied 
to the corporate form of business organization be made. 

The student of credit cannot omit banking from his cur¬ 
riculum. This subject should include both the theory and the 
practice of banking, together with a study devoted particularly 
to the Federal Reserve system, tinder the subject of banking, 
or perhaps economics, should be included a course dealing with 
money and credit and their effect upon each other. 

Add to the above general or survey courses in marketing and 
salesmanship and in industrial organization and inanagement 
and the student may regard himself well ecpiipped by education 
for his profession, provided he has, in the meantime, specialized 
in credits and collections. 

If the student is taking a 4-year course in a university or 
college, his study of credit should begin with his second year, 
and continue for the two following years. The study of the 
first year will include the fundamentals of credit and collection 
work, while the second year will have to do with the more ad¬ 
vanced cases and problems with which the credit man has to 
deal. The third year is devoted to the development of some 
credit topic through the research of the student himself. Such 
a plan of study as outlined above may seem to the reader a very 
ambitious plan for a young man, or woman, to follow. It should 
be remembered that the purpose in mind is to educate oneself 
for life’s work. When the goal to be achieved is so important 
the importance of a comprehensive plan is appreciated. 
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Text and Research Questions 

1. What three principal factors are responsible for the development of 
modern large-scale business enterprise? How are these same factors related 
to the development of the modern credit department? 

2. Classify the development of American business since colonial times 
into three principal periods, and indicate the outstanding characteristics of 
each period as related to the development of credit work. 

8. List and briefly explain the essential business qualifications of the 
credit man. 

4. What are the principal educational qualifications in order of their 
importance? 

5. Under what principal division of business is the credit and collection 
function usually placed? What functions of business are the last ones to 
be delegated or surrendered by the owner? 

(). Summarize the advantages and disadvantages of placing the credit 
and collection department (a) under the supervision of the Accounting and 
Treasurer's Department; under that of (h) the Sales Department; (c) as 
an independent department. 

7. List the personal, educational, and experience qualifications for which 
you would look in the selection of an assistant if you were a credit manager. 

8. It is frequently said that '' the credit manager of today is the treas¬ 
urer of tomorrow.’^ Why is this so? 

9. Should the credit manager avoid routine work so far as it is possible 
for him to delegate it to others? Why? 

10. Develop a 3-year program of college courses compiled from the cata¬ 
logue of a university or college which you feel would effectively fulfil the 
educational qualifications of a prospective credit man. 



CHAPTER VIII 


THE CREDIT DEPARTMENT’S ORGANIZATION AND 
FUNCTION 

The Credit Department’s Function.— The primary function 
of the credit department which should ever be borne in mind 
by each member of it, is to assist the house to make a profit. 
This should be stressed because of the view often taken by those 
outside of the credit department that its work is essentially 
destructive instead of constructive. It must be confessed, in 
truth, that this criticism of the operation of certain credit de¬ 
partments is justified because the heads of such departments 
become unduly obsessed with the importance of avoiding losses. 
In their zeal to protect their employers from losses, and, at the 
same time to acquire for themselves a reputation for small bad- 
debt lo.sses, they become overconservative and refuse to accept 
those credits which seem to have even the slightest hazard in 
them.^ 

While a credit manager by exercising keen judgment and by 
adopting a conservative policy may avoid all but a few losses, 
he will never, except by chance, attain a perfect record. It is 
obvious that if he errs in accepting some risks, that is, those 
which prove to be bad, he will also err in rejecting some risks 
which are good. There is an imaginary line between the good 
and the bad risks, which, like the division between the true and 
the false, is no wider than a hair. It is this line of division 
which the credit man attempts to follow. That is, it is his task 
to select from the orders offered his house those which will 
result in maximum profits with minimum losses. 

A second way in which the credit department can assist in 
making a profit is through the promotion of a spirit of goodwill. 
It is necessary that the credit department should do more than 
to successfully prevent the development of a spirit of dissatis¬ 
faction and ill will.* The credit department must be a business 
getter, not in the manner that the sales department is a business 
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getter, nor by employing the sales department tactics, but by 
its fair action and friendly attitude it paves the way for the 
sales department. Merchandise, price, and service may be satis¬ 
factory to the purchaser, but if the credit relationship, the most 
delicate of all, be not wisely handled, the business will go else¬ 
where. The credit manager often is able to cement the friend¬ 
ship of a customer to his house where the sales department has 
failed. To bind more closely the customers to a house may be 
said to be one of the chief functions of the credit department. 

The credit department is aided in the accomplishment of 
maximum profits and minimum losses by its skill in making col¬ 
lections. It is easily comprehensible that the good collector will 
retrieve some bad credit decisions which, with the poor collector, 
would result in bad debts. On the other hand, the credit man 
who is a poor collector not only will lose some collectible credits, 
but, through delinquent accounts and inefficient collection meth¬ 
ods, he makes needless expense for his house. 

Another essential in effecting maximum profits and minimum 
losses is cooperation with other credit departments and other 
credit men. The day is past when the credit man can function 
without the assistance of other credit men. He must both impart 
and receive information. By the very nature of his work, he 
is dependent upon other credit men for information and for 
cooperative action in cases of liquidation and bankruptcy. ^ The 
credit man’s individual success is dependent in a measure, on 
the efficiency and the moral plane on which the credit profession 
stands. 

This cooperation is effected by the exchange of credit infor¬ 
mation through inquiries, personal interviews, trade group meet¬ 
ings, and, indirectly, though by no means of less importance, by 
furnishing to mercantile agencies and interchange bureaus such 
information as they may desire regarding credit risks. 

It should be stated that cooperation among credit men is far 
from complete, although steady progress toward that goal is to 
be noted. All credit men are interested in the same goal, namely, 
to raise the standard of credit and thereby remove as much of 
the risk from credit as is possible. But some credit men arc 
unable to adopt a far-sighted policy. They refuse to give infor¬ 
mation freely and fully, and they are suspicious of information 
given them. They strive for personal advantage and preference 
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with the embarrassed accounts. Such credit men are not to be 
trusted, and the man without a high sense of honor and integrity 
has no place in the ranks of credit men. Improvement in co¬ 
operative work has been greatly hastened by the educative meas¬ 
ures of the National Association of Credit lilen, but much remains 
to be accomplished. 

Its Place in the Business Organization.— That this is an ago 
of specialization is just as true of business management as of 
any other field of human endeavor. A business, before it had 
grown out of modest proportions, was largely under the control 
of one man, the owner, who directed the three main activities 
of business—production, marketing, and financing. With the 
growth of business units, it became necessary to delegate these 
functions to others, and then further to subdivide the activities 
of these divisions. The question, which is not yet entirely set¬ 
tled, is whether the credit department should be an integral 
part of the financing or marketing branch of a business. It is 
not only most logical, but also according to the more general 
practice, to regard the credit department as a part of tlic financ¬ 
ing branch of business activity. Credit is temporarily substi¬ 
tuted for money in the sale of merchandise, and the control of 
this substitute is logically a function of the financing branch 
of a business. The financing branch of the management is 
charged with the duty of keeping the business financially sound 
and with providing funds for the regular activity and special 
campaigns or ventures of the business. It could hardly be 
expected to function properly, or be held accountable, if the 
control of both outgo and income were not in its hands. The 
company’s financial plan and credit policy are bound up in 
each other. 

Relation to Sales Department. —It is found that in some 
houses the credit department is under the influence of the sales 
manager. In too many others while the credit department is 
nominally under the control of the treasurer, it is actually under 
the dominance of the sales manager. Where the credit depart¬ 
ment is under the control of the sales department the claim is 
made that both the selling of merchandise and the gathering of 
credit data arc facilitated, and the sales force cooperates to the 
greatest degree in following up accounts and making collections. 
It is claimed that harmony of action is much more certain of 



148 CREDIT AND COLLECTION PRINCIPLES AND PRACTICE 

attainment where both selling and credit approval are under the 
approval of one department head. Furthermore, it is contended, 
that, since both departments are working for increased sales, 
that end will be best attained by having the two departments 
supervised by one head. 

The Independent Credit Department. —^Many executives are 
agreed that a concern is best served if its Credit Department 
is not subject to dictation from any direction, except that it 
shall, of course, conform to the policy laid out by the manage¬ 
ment for it to follow. The credit manager, appreciating fully 
the function of his department, will serve his house best if his 
actions arc not constricted through the dominance, or the at¬ 
tempt at dominance, by any other department. 

A credit man must make some delicate decisions which com¬ 
mand the best efforts of his experienced and specially trained 
mind. He is a specialist, and, if qualified for the position which 
he holds, his judgment of a credit risk is superior. He should 
be, therefore, unhampered by any outside influences in coming 
to a decision, and, once the decision is made, it should be final. 
If the credit department works thus independently, its opinions 
and decisions are based upon actual evidence at hand, unbiased 
by any outside influences. On the other hand, if the credit 
man’s decisions are subject to constant review and reversal by 
a higher authority, the credit man works under the fear of 
displeasing a superior officer, or he gets in the habit of evading 
responsibility by consulting the superior officer or seeking his 
advice before a decision is made. 

From the above discussion, the reader should not draw the 
conclusion that the credit man should go about his work with an 
independent and arbitrary attitude. On the contrary, he needs 
to keep in constant and closest touch with other departments. 
Consultations and conferences are vitally essential for the good 
of the business. These conferences, however, are sought by the 
credit man not for assistance in making a decision, but rather 
for the purpose of getting information upon which to base a 
decision, or perhaps to impart information in regard to credit 
department activity. It frequently happens in some concerns 
that after the credit department has rejected an order the 
salesman or sales manager attempts to get a reconsideration of 
it by offering some information having a distinct credit bearing 
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but hitherto thoughtlessly withheld. The proper time to present 
such information is with the order, and there is a distinct lack 
of proper coordination between departments where this is not 
done. 

The sales and credit departments sometimes become antag¬ 
onistic toward each other. The sales dcx)artment usually meas¬ 
ures its results by volume of sales. In attaining volume, it is 
met by keen competition in price, quality of goods, and service. 
Where volume of sal^s, which affects salary and commissions, is 
at stake, the sales manager is most sensitive. A negative decision 
by the credit department upon a hard-earned order vexes the 
salesman and the sales manager. An attempt is made to influ¬ 
ence the credit manager to change his decision. This is resented 
by the credit manager as an interference with his functional 
prerogative. Thus is friction and antagonism between the two 
departments engendered. 

The remedy is not in uniting the two departments under one 
head or in making one superior to the other. Balance is more 
certain of accomplishment if the departments are entirely sepa¬ 
rate and equal in rank. Tlic real remedy is found in the full 
realization of the function of each d(q)artmerit and a complete 
and sympathetic appreciation on the part of each department of 
the difficulties under which the other labors. 

To unite the two departments under one head would put an 
unfair burden upon that head. The sales manager, who works 
for volume, would find it extremely difficult not to be influenced 
where volume, commissions, and salaries might be at stake. 

The Personnel of the Credit Department. —Only a few gen¬ 
eral statements can be made concerning the personnel of the 
credit department since the demands made upon different credit 
departments vary so widely. One small house will have a credit 
man acting also as the office manager, and perhaps as the 
accountant. Ilis assistant or assistants also perform many 
duties in addition to credit tasks. In another house may be 
found a credit department with a full complement of workers; 
credit man, assistant credit man, secretary, stenographers, file 
clerks, adjustment clerk, statistician, collection correspondent, 
credit editors, reference clerk, investigators, and messenger. 
Nor is it possible to say how many employees should be required 
to handle, let us say, 15,000 accounts, or a given volume of 
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business. The size of the department will depend upon the class 
of customers; that is, upon the amount of investigation that 
must be made, the amount of oversiglit and collection work re¬ 
quired, the number of orders necessary to make a given volume 
of sales, as well as the intricacy of the general office system. 

The success of the credit department depends first of all 
upon the department personnel from the credit manager down 
to the most humble employee, and secondly, upon the organiza¬ 
tion of the credit department work. The successful executive 
will select a personnel which can not only accomplish its work 
in the ordinary line of duty but which can on occasion perform 
the extraordinary. The chart presented indicates in general the 
structural organization required to conduct a credit department. 



Fig. 19.—Chart showing the structural organization of a credit department. 


Importance of System.—Since the work of the credit depart¬ 
ment is dependent so largely upon recorded information, there 
is naturally an abundance of routine and detail work. There 
must be a system adequate to keeping the records accurate, up 
to date, and in order, and for the handling of the routine work 
of the department. 

The credit manager's position is executive. He should not 
permit himself to become hampered by too much detail and 
routine work. This can be avoided by providing a system which 
will secure accuracy and accessibility of records and efficiency 
in handling them. With a competent and well-trained corps of 
assistants the credit manager is relieved of detail and has an 
opportunity to do constructive work. 

By system is meant method in handling the work of the 
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department and the division of duties among office employees 
so that the functions of the department are accomplished with 
the greatest efficiency. Too much system resulting in red tape 
must be avoided. It is suggested that tlu^ credit manager will 
find it of considerable value to himself and to the workers of 
his department to write a manual covering credit department 
routine. 

Mechanical Aids to Credit Department Efficiency.—The 

credit department cannot attain a maximum degree of efficiency 
with a lack of system and without adequate mechanical aids. 
The saving of time is a cardinal principle in office management. 
In the credit det)artment, this may mean more than the avoiding 
of unnecessary expense; despatch may mean tlie saving of busi¬ 
ness. The credit executive will not permit his department to 
be hampered by inferior equipment. Most important among the 
mechanical aids arc the credit files. They must provide accu¬ 
racy, simplicity and accessibility for they are in constant use. 
The arrangement of tlie office, comfortable chairs, desks, and 
light are of no less importance. Dictating machines may add 
to the despatch not only of outside correspondence but also to 
the typing of records and memoranda for internal office use. 
Billing and posting machines, although usually not under the 
credit manager’s supervision, may greatly facilitate the credit 
department’s work. That the workman is worthy of his tools 
is nowhere more true than in the credit department. 

The Credit Department Piles.—Tlu', elaborateness of the 
credit department files depends largely upon tlie number and 
size of the accounts. A large number of accounts will require 
larger filing space than will a small number, and so will large 
individual credits usually require more (elaborate records than 
small credits. Every credit department, however, will need a 
credit information file, a corre.spondence file, a duplicate invoice 
file, and a customers’ ledger. These files are, of course, subject 
to additions or variations. For example, some offices might well 
combine the credit and correspondence files, while others would 
wish to add an index file. Both files and forms should be adapted 
to the needs of the business, and the credit manager should 
consider carefully whether this is accomplished. 

The Credit Information Pile.—The most advantageous form 
for this file is the vertical file with folders of letter size. Bach 
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a(*coiint has an individual folder. The folders are of i)lain 
manila cardboard with or without a printed form on the cover 
containing? an abstract of the material within. This file is usu¬ 
ally on a straiglit alphabetical basis, though it may be arranged 
either geographically or numerically. In the latter case an index 
file is necessary. 

The efficiency of this file depends upon its contents and the 
celerity with which the contents may be examined. Therefore, 
the method of filing, as well as the selection of material is impor¬ 
tant, and the abstract placed on the cover may aid greatly. 
Within the folder will be found all material pertaining to the 
subject’s credit, such as agency reports, trade and bank infor¬ 
mation, and financial statements. Important letters having a 
bearing on credit may also be filed here, but letters and papers 
of merely transitory interest, such as routine letters relating to 
collections, copies of invoices, and monthly statements, clutter 
up this flic. Such material adds to its bulk and lesLcns its 
efficiency. 

The Correspondence File. —^As its name indicates, this file 
contains the correspondence between the customer and the credit 
department. It may be run in different ways. Some credit 
departments keep this file within the credit offices for current 
correspondence only, sending the corresfiondencc to the general 
file as fast as the department is through with it. In other offices, 
there is no separate credit correspondence file, all correspondence 
being in a general or central file. Here the method sliould fit 
the particular business. 

The Duplicate-invoice File. —The credit department in its 
various contacts with customers will find it necessary frerpiently 
to refer to copies of invoices. They should, consequently, be 
made available to the credit department. This can be accom- 
plislK'd by having an extra copy of the invoices made at the 
time of billing, or the general office copies may be made available 
to the credit department. Filing is primarily by date, and 
secondarily either geographically or alphabetically. 

The Customers’ Ledger. —The customers’ ledger performs a 
double function in some houses. It is a part of the accounting 
record and serves as well as an information file for the credit 
department. As a matter of fact, the customers’ ledger is prima¬ 
rily a credit and collection control file, and might well be, as 
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it frequently is, under the supervision of the credit manager. 
Frequently, objections present themselves to the use of the cus¬ 
tomers’ ledgers by both the ledger clerks and the credit depart¬ 
ment. In such cases, what is virtually a duplicate customers’ 
ledger is kept by the credit department. But unless certain 
difficulties present themselves, and where the credit and account¬ 
ing departments are adjacent, such duplication may be, and 
obviously should be, avoided. 

Importance of Office Mechanism. —To describe a credit office 
system which may be adapted to more than a very small per¬ 
centage of businesses is clearly impossible. But the importance 
of system is stressed. This embraces the most efficient mechanical 
aids, carefully selected and well-trained assistants, and a care¬ 
fully planned routine. The saving of time is a cardinal prin¬ 
ciple in credit office management. The true executive does not 
permit himself to be hampered by inefficient office methods, or 
by details which can be shifted to an assistant. The executive 
is constantly alert for improvements in equipment, yet he guards 
his department against too much system. Kcd tape has no place 
whatever in a credit office. 

Initial costs for new systems at times appear to be heavy, 
and yet the most radical installations sometimes will pay for 
themselves in a short time. The aggressive and successful enter- 
])rise docs not hesitate to throw out either its machinery or 
office equipment when either becomes obsolete. Once the ques¬ 
tion “will the new equipment save sufficient time, labor, or 
space sufficient to cover the expense of installation” is answered 
in the affirmative, the executive can go ahead with confidence. 

Handling the Orders. —Since almost no two offices handle 
the details in the same way, to describe the method pursued by 
any one would accomplish no definite result. In a general way, 
however, the routine may be given. In most cases there is a 
necessity for despatch in getting the credit authorized. Conse¬ 
quently, the orders take precedence over any other activities of 
the department. The first step taken is to determine whether 
the account is new or one that has been sold before. If the 
latter, the task is usually much simplified. It is only necessary 
to refer to the credit department record to see if the account 
is in good standing, and that the order will not bring the account 
above the credit limit set. If, however, it proves to be a new 
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account, the office mechanism is quickly set in motion to procure 
information upon which to judge the credit risk. This will 
include first of all a search for ratings in whatever credit agency 
books tlie concern has subscribed for. In some credit depart¬ 
ments, if the rating proves to be a satisfactory one, the investi¬ 
gation may proceed no further. Others, however, will wish to 
make a tliorough investigation. The credit manager, or his 
assistant, will denote either upon the order, or upon a ^ ‘ rider 
attached to the order, the information it is desired to have. 
This may include credit agency reports, trade reports, bank 
information, a financial statement, etc. 

Procuring this information is delegated to a clerk, as is also 
the task of following up the order to see that final action is not 
long delayed. As soon as adequate information is available the 
credit manager acts upon it, and, if the account is accepted, fixes 
a credit limit upon it. The salesman or sales department and other 
interested departments as well, are notified of the action taken. 
The necessary credit department records are made, a folder for 
the customer in the credit information file is started, and the 
account becomes one of the many already “on the booksof 
the concern. This, however, does not terminate the credit de¬ 
partment’s interest in the particular account. Not until the 
credit is redeemed b}^ the payment of the customer may the 
credit department relax its vigil, and regard the credit as proven 
to be justified. 

Before the credit is redeemed various things may occur which 
will occupy the credit department’s attention. The debtor may 
move his place of business, which will entail a change of records 
throughout the seller’s organization, or the buyer may suffer a 
fire or other catastrophe wliich may jeopardize the credit, or 
the personnel or organization is revised. Of those accounts 
which call for positive action the most common cause is failure 
to pay at maturity, necessitating some degree of suasion. This 
will be more fully covered under the chapters on collections. 

Revision of Credit “Lines.” —Credit “lines” or “limits” 
may not remain fixed. That is, the credit manager must not 
regard them as correct, for more than a comparatively short 
time after tlie “lines” or “limits” are placed. This is so, 
because the standing of business men is constantly undergoing 
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change, which is the result of the business acumen of the cus¬ 
tomer, or the lack of it, or because of variations in local condi¬ 
tions or general oscillations of the Imsiness cycle. In order, 
therefore, to keep the credit of customers correctly appraised it 
is necessary to supplement the original investigation with new 
data concerning the credit risk. Some credit dei)artments review 
the credit information periodically, for example, every 6 months, 
while others make such revision of the credit lines as may be 
deemed necessary. With many concerns the receipt of a new 
rating book is made the occasion for a review of the credit 
information files and a revision of the credit limits. It is obvious 
to the student that the efficiency of the credit information files 
is dependent upon their being kept up to date. 

Measurement of Credit Department Efficiency. —At the be¬ 
ginning of the present chapter, it was said that the function 
of the credit department is to assist in making a profit for tlie 
house. The efficiency of the department, therefore, should be 
measured according to the part it plays in creating a profit. 
Actually this appraisal of the credit department is extremely 
difficult because of the intangible factors involved. The goodwill 
created or destroyed by the credit department cannot be accu¬ 
rately measured, nor can it be known how many errors an; made 
in rejecting orders which would have resulted in good business 
and which thus represent lost profit. 

It is but natural, therefore, to find that in many cases the 
credit department is judged almost solely by the tangible 
factors. Thus a few exceptions taken by customers to the 
actions of the credit department, and expressed through 
salesmen or by letter, may weigh heavily against the credit 
department in the judgment of the management. So, too, 
is a bad debt a tangible factor which militates against the 
efficiency record. As a result, many credit men are found 
who are extremely cautious. Collections arc not boldly pressed 
through fear of offending the customer, and orders with 
more than a minimum of risk arc rejected. Constructive work 
by the credit department is thus impossible. The efficiency of 
the credit department should rather be measured by a minimum 
of good business lost, and by the number of doubtful and trouble¬ 
some accounts which are successfully handled. These conditions 
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together with small bad-debt losses, a minimum amount of cap¬ 
ital tied up in accounts receivable, and reasonable credit depart¬ 
ment expense elfect the maximum profit for a house. 

Analysis of Measure of Risk.—The expression, ‘‘maximum 
sales and minimum losses/V so commonly used, does not quite 
express the end to be desired by the credit department. This 
is so, because the expression implies that there is one standard 
for all businesses, while, as a matter of fact, both the sales and 
losses will vary owing to such causes as margin of profit, need 
for volume of business, or the necessity of moving the inventory 
or a portion of it because of such reasons as obsolescence, or 
rapidly declining prices. The margin of profit will prove a 
large factor. If, for example, the net profit of sales is 2 per 
cent and a bad debt of $1,000 is incurred, sales to the amount 
of $50,000 will be required to offset that loss, while if the profit 
were 5 per cent sales of only $20,000 would balance the same 
loss. In fixing a credit standard or policy, a concern will natu¬ 
rally take this factor into consideration. In order to determine 
that credit measurement is in accord with the credit policy a 
credit analysis of both sales and bad-debt losses should be 
made. 

Analysis of bad-debt losses has taken place on a large scale 
by the credit insurance companies for the past 20 years. This 
analysis has disclosed that, based upon the credit classifications 
of the R. G. Dun & Company, and The Bradstreet Company, 
95 per cent of the business failures have occurred in concerns 
having an inferior rating, while only 5 per cent of the insolvent 
concerns had a superior credit rating. This division, based upon 
agency ratings, may be sufficient upon which to base credit insur¬ 
ance premium charges, but it is not sufficient to indicate to the 
credit department which risks should be accepted and which 
should not. Such an analysis carried farther, however, might 
prove a profitable study. 

Glassification of Credit Risks.—Such an analysis of sales as 
suggested above might be based upon agency ratings, or pref¬ 
erably, the credit manager would divide all accepted risks into 
four or five classes according to his estimate of the probability 
of failure, The following analysis of a hypothetical case will 
illustrate. 
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Analysis of Sales of Company from Standpoint of Credit Risk 
(Sales $1,000,000 per annum. Net profit on sales exclusive of bad debts, 

2.5 per cent) 



Class 1 

Class 2 

Class 3 

Sales. 

2.5 per cent profit. 

Bad debts. 

Bad debts, per cent. 

Net profit. 

Per cent net profit. 

$150,000 

3,750 

None 

None 

3,750 

2.5 

$300,000 

7,500 

600 

0.2 

6,900 

2.3 

$350,000 

8,750 

1,167.34 

0.33H 

7,582.66 

2.16% 


Class 4 

Class 5 

Total 

Sales. 

2.5 per cent profit. 

Bad debts. 

Bad debts, per cent. 

Net profit. 

Per cent net profit. 

$125,000 

3,125 

833.34 

0.66^i 

2,291.66 

1.83H 

$75,000 

1,875 

2,399.32 

3.2 

Loss 524.32 

Loss 0.7 

$1,000,000 

25,000 

5,000 

0.5 

20,000 

2.0 


The above analysis, it will be noted, shows a very satisfac¬ 
tory profit for the first four classes while the bad-debt losses of 
Class f) exceeded the total profit. Furthermore, the above analy¬ 
sis is solely a failure analysis. A similar study of the cost of 
obtaining the business and handling it through the order, ship¬ 
ping, and accounting departments, would, in most cases, dis¬ 
close greater than average costs among the poorer risks and 
therefore less than the 2.5 per cent profit assumed above. Cer¬ 
tainly, more than average cost would be discovered in the collec¬ 
tion department for it is the poorest risk which must be watched 
most closely, and from which it is most expensive to collect. 
The conclusion to be drawn, if there arc no other factors to be 
considered, is that in so far as this fifth class risk can be deter¬ 
mined in advance, the sales department should be instructed 
not to solicit it. 

There are, as a matter of fact, other factors involved in con¬ 
sidering the cost of selling the less-desirable, though not poor, 
risk. The policy of the house in regard to the distribution of 
its merchandise may affect the degree of risk that will be accept¬ 
able. A house, for instance, is introducing its goods to a certain 
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territory and may be willing to forego profit to that end. Then 
there is the cost of covering a territory in the selling effort and 
the absorption of overhead expenses. There may arise other 
factors in certain cases which must be considered. The study 
presented above, the reader should understand, is not presented 
as offering a solution, but rather as presenting one of the factors 
involved in determining the selling policy. 
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Text and Research Questions 

1. State briefly and clearly the primary function of the credit manager 
and the credit department. 

2. Why should a credit department be well systematized? What essen¬ 
tial files are to be found in the well-systematized credit department? 

3. Outline briefly step by step the routine of handling the order of 
(a) an old customer; (b) a new customer. 

4. What are credit "lines"? How are they determined? How fre¬ 
quently should they be revised? 

5. How would you set about determining or measuring the efficiency of 
a credit department? 

6. Why is just the percentage of bad debt loss in itself a poor measure 
of credit department efficiency? 

7. In what ways do mercantile credit lines differ from banl^ credit lines? 

8. Who has final authority in the approving of credit lines in (a) a 
mercantile house; (5) a bank? 

9. "The cost of doing business on credit is the sum of credit and col¬ 
lection department costs and bad-debt losses. ^ ’ Why not abolish the credit 
department and avoid this expense? What arguments can you advance 
justifying the credit department? 

10. Assuming unsatisfactory conditions in the textile field yielding a net 
profit of only 1% per cent on net sales, reproduce the schedule on page 
157 showing the profit or loss derived from each of the five classes. Under 
what circumstances, if any, would sales to Class 5 be justified? 



CHAPTER IX 

FACTORS OP A SATISFACTORY CREDIT RISK 


The Acceptable Credit Risk. —The basis of our entire credit 
system rests upon the good faith of those who trade upon their 
credit. The fact that good faith is general rather than excep¬ 
tional has not reduced necessarily, the importance of a close 
scrutiny of those occasional instances where good faith is lack¬ 
ing. Searching for and avoiding the dishonest buyers is not the 
creditor’s only task. He must also seek to protect the prospec¬ 
tive debtor as well as himself, from the debtor’s imprudence. 
For it is imprudence on the part of the debtor, no matter how 
good his intentions, to assume a credit obligation which he will 
be unable to meet. It may also be stated that, solely from the 
standpoint of a satisfactory credit risk, the risk is completely 
and ultimately justified only when it has been cancelled by 
payment. It is, therefore, apparent that the credit investigation 
is conducted to discover if the prospective debtor is acting in 
good faith, and that he is not misjudging his future financial 
position in his expectation to have funds available with which 
to pay. In other words, the creditor wants a reasonably certain 
affirmative to the queries “Can he pay” and “Will he pay?” 

The answer to these two questions is sought by breaking the 
risk into four factors; first, the intensity of the debtor’s desire 
to pay; second, his ability to hold or become possessed of funds 
with which to pay;.third, the extent and form of his present 
wealth which may be regarded as insuring payment; and fourth, 
the extent to which he may be aided or hindered by business con¬ 
ditions in converting his wealth into cash before the maturity 
of the credit. These factors of a credit risk have been tersely 
stated and are known to credit men as the character and the 
capacity of the debtor or management, the capital investment, 
and the economic conditions of the industry. 

While these four factors are carefully investigated, the reader 
will not assume that there is any rigid standard by which to 
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appraise the risk as acceptable or unacceptable. Each concern 
fixes its own standard, and the standard of a single concern 
may be somewhat elastic. Nor should the reader assume that 
each of the four factors receives undivided attention. All may 
be appraised at one and the sarnie time. The requirement is 
that the four factors should measure up to the required standard. 
To accomplish this, an excess of one factor may offset a deficiency 
of another. Thus, if a debtor should be somewhat deficient in 
the amount of capital desired, this deficiency might be more 
than offset by unusual capacity. Stated in equation form, this 
would be expressed: Character -f- capacity + capital -|- or — 
economic conditions = credit risk. 

Acceptability Varies with Policy. —From the above equation 
it is not to be inferred that a credit risk has a fixed value. Its 
value depends upon the fineness of character, the amount of 
capacity, the quantity of capital, and the influence of the pre¬ 
vailing business and economic conditions. These cannot be equal 
in all risks and, therefore, the risk in credit will have wide 
range. It may be the policy of one house to accept large risks 
while another concern may be unwilling to accept a credit where 
any risk can be discovered. If credit risk could be measured 
as we measure heat, we would find great fluctuations in the 
measuring fluid when testing various risks. If our graduated 
scale were marked at a certain point “Bank Credit’’ many con¬ 
cerns, upon test, would fail to register their credit that high. 
Many of these concerns would, however, register sufficiently high 
credit to reach the standards of different commercial houses 
which would be found at different gradations upon the scale. 
To continue the simile, the credit man is interested only in his 
own standard. He applies the test to the applicant’s credit to 
satisfy himself that the measurement is definitely above or 
below his standard and the risk is accordingly accepted or 
rejected. 

Reasons for Var3dng Policies. —Credit is a vital force in 
the promotion of industry. It is obvious, however, that, if the 
losses caused by poor credit judgment exceed the profits resulting 
from the increased business, the use of credit as a trade builder 
defeats its end. What then determines the maximum of profit? 

Obviously, a first consideration is the margin of profit in 
the sales. As was pointed out in a previous chapter, the greater 



FACTORS OF A SATISFACTORY CREDIT RISK 161 

the margin of profit, the greater the risks that may be assumed. 
A liberal credit policy is, therefore, to be expected where the 
profit is large. Conversely, where sales arc on a narrow margin 
of profit, the credit policy must necessarily be strict. A business 
organized on a basis of large-scale production and rccpiiring a 
large volume of sales may adopt a libcml policy. Keen competi¬ 
tion may force a more liberal credit policy than the house would 
otherwise desire. In a competitive warfare between two houses 
selling branded merchandise, sales on inferior credit risks may 
be made on the theory that the competitor would accept the 
risk if your house refused it. While the risk may be admittedly 
distinctly inferior, the action may be justified on the reasoning 
that the competitor’s goods are stifled, and the disadvantage of 
the greater risk is thus offset. On the other hand, where there 
is a public demand for a certain branded article, the seller is 
in a position to enforce strict terms and maintain a high credit 
standard. Such a monopolistic concern may, however, adopt a 
very liberal credit policy if it is convinced that greater sales 
and greater profit will result through the increased volume of 
production. 

W^hile the credit policy of a house cannot be arbitrarily fixed 
by its credit man, that policy is without doubt affected by the 
credit man’s mental attitude. The nature of one credit man 
may tend to make him extremely cautious or conservative. Such 
a credit man will be inclined to reject the greater risks, while 
another, imbued more with a gambling spirit, will find it difficult 
to reject any risks except those of the very lowest class. Or 
one credit man may have the mistaken idea that a very low 
percentage of bad-debt losses will rank the efficiency of the 
credit department as very high, while another may have an 
equally mistaken idea that somewhat larger losses do not matter 
provided a large volume of sales is attained. 

Occasionally, a credit man is encountered who is too greatly 
influenced by some past personal experience. He may stress, 
for example, the necessity of capital to the neglect of the other 
credit factors, or he may be inclined to require more than ade¬ 
quate insurance protection because of an unfortunate experience 
with a customer who had been inadequately insured. These 
personal inclinations of the credit man are to be avoided. They 
are indications of lack of balance in reasoning power. 
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Credit Policy and the Merchandising Attitude. —It will be 
found that the credit policies of many houses are elastic. This 
may be due, not to a lack of policy, but to the necessity of 
fitting the policy to merchandising needs. This is an age of 
short-lived merchandise. From manufacturer to consumer, each 
link in the chain strives for a quick turnover. Sometimes forced 
liquidation of an inventory is not only desirable, but it may be 
vital, in order to avoid large losses. Manufacturers and jobbers 
used to find a market for merchandise which had gone out of 
style in some rural districts where style vras not a particularly 
important factor. Today, however, not only do styles change 
more rapidly, but, thanks to the newspaper, the magazine, the 
moving picture, and the means of quickly transporting them—‘ 
the railroad, the automobile and the airplane—a style change 
is effective in the remotest district almost as soon as it appears 
in the largest cities. Goods thus affected have a much wider 
range of sale than is generally supposed. It may, therefore, 
become incumbent upon the credit manager for a furniture 
manufacturer as well as upon the credit manager of the dress 
house to aid in disposing of an inventory. To meet this or 
other exigencies the standard of credit is lowered. On the other 
hand, when a seller’s market prevails, or when the danger of 
the credit risk is accentuated by adverse business conditions, 
there is the necessity of raising the credit standard. It is thus 
apparent that the credit policy and the marketing policy must 
be coordinated and that the credit man must have a merchan¬ 
dising as well as a credit point of view. 

Analysis of Credit and Analysis of Credit Reputation. —In 
practice it is frequently found that some credit men mistake 
credit reputation for credit worth. One credit man regards it 
as his task to ascertain if the customer has a good credit repu¬ 
tation. He strives to learn how otlujrs regard the risk and he 
acts accordingly. Another credit man regards as his function 
the necessity to delve into both the past and present business 
life, not only to learn the credit reputation of the customer, but 
to appraise for himself both the willingness and the ability of 
the customer to pay.* It is needless to say that the latter method 
is superior to the former provided, of course, that the credit 
man is possessed of analytical ability and good judgment, or, 
in other words, that he correctly appraises the credit worth. 
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The credit man should not, however, have too great a degree 
of independence of judgment, unless it be in forming a negative 
opinion. 

By this is meant that, since, with rare exceptions, credit is 
an essential to the success of a business, a good credit reputa¬ 
tion is of extreme importance. While the credit reputation may 
be good the risk may actually be poor. This is because the 
majority of credit men, in appraising the risk, have erred in 
their appraisal. The credit man sensing the poor risk would be 
forced by his judgment to reject it. If the converse were true, 
and the risk a safe one, though rejected by practically all inter- 
(isted credit men, the credit man who correctly appraised the 
risk as a safe one could ill afford to accept the credit, because 
one creditor would find it very difficult to insure the success of 
the account, no matter how liberally credit might be accepted. 
The conclusion to be drawn is that the credit man may act 
contrary to the prevailing opinion of creditors when it is his 
decision that credit should be refused, but that he cannot safely 
do so when the use of credit is being generally denied to the 
subject. 

Character. —There is some significance in the fact that credit 
men, in naming the factors essential to a satisfactory risk, usu¬ 
ally place character first. The assumption is that it is regarded 
as the most important. This seems logical, for, first of all, there 
must be not only a willingness to pay, but beyond that, a deter¬ 
mination to pay. Determination to pay will be found to vary 
directly with character. Thus, an entire lack of character may 
signify not only no determination to pay, but even an intention 
to defraud the creditor. The creditor might, it is true, rely 
upon the law to exact payment where the capital factor is great, 
but credit men frequently have found to their sad experience 
that the profit in such a case is not worth the trouble and 
expense. 

N’ever deal with a rascal under the impression you can prevent 
him from cheating you. The risk in such eases is greater than the 
profits.^ 

This is sound advice. Matching shrewdness against shrewd¬ 
ness appeals to the speculative instincts of man, but the chances 

1 Hugh McCullough, First Comptroller of the Currency, Circular Letter 
to National Banks, 1864, 



164 CREDIT AND COLLECTION PRINCIPLES AND PRACTICE 


of success are no greater than in shaking loaded dice with a 
rascal. The speculative tendency in man is hard to resist at 
times, but it should be remembered that it has no place in con¬ 
servative credit practice. 

Character, however, is not alone sufficient for the extension 
of credit.^ Character is merely a moral endowment incapable 
of doing more than directing the force found in capacity and 
capital. Yet it is placed first because it may be likened to a 
switch which throws into operation the dynamo (capacity) which 
supplies the real power (capital) to redeem a credit. 

Character is a difficult quality to appraise. One reason for 
this is that it possesses no unit of measurement. We can only 
describe it by adjectives of indeterminate degree such as high, 
great, low, little, etc. Again, it is an intangible possession, 
which may be easily simulated. While the credit man seeks 
accurately to appraise character, what he usually investigates 
is in reality reputation. The distinction between the two is 
one of considerable degree. Character is within a man himself, 
while reputation is in the minds of others. Reputation may or 
may not be a true appraisal of character. Certainly it is much 
easier to learn what a man is thought to be than what he actu¬ 
ally is. The danger then is that those who have some acquaint¬ 
ance with a man and who, therefore, are responsible for his 
reputation, may have erred in their appraisal of him. On the 
other hand, it may be stated that a man ^s character controls his 
actions, and it is from a man's deeds that his reputation is 
built up. 

Character in one is given a plus or minus rating according 
to the standard fixed by the appraiser himself. The standards 
of business morality will be found to differ among individuals, 
but more marked, perhaps, is the fact that the standards of 
business morality of some nations differ decidedly from ours. 
This is a condition that can hardly be ignored in the appraisal 

2 The late J. P. Morgan testifying some years ago in a congressional 
investigation stated that the basis of credit is character. This statement 
coming from such an authority made a profound impression upon the 
business world. Some credit men have regarded the statement as un¬ 
fortunate in that it gave undue importance to the character factor in a 
credit risk. Mr. Morgan undoubtedly meant by character the personal 
element which would obviously include a man^s capacity as well as his 
character, but exclude the capital factor. 
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of character where the credit man is dealing with individuals of 
different nationality. 

Appraising Character. —The student of credit measurement 
often finds an unsatisfactory answer to the question as to how 
character is to be appraised. The reason is largely because 
character is an intangible quality which can be appraised best 
through intimate contact. If one thoroughly knows an indi¬ 
vidual it is not difficult to weigh his character. The best advice 
that can be given, therefore, is to learn everything possible about 
the past life and record of the i)rospective customer. Integrity, 
obedience to law, clean living, loyalty, are qualities of character 
and should be investigated. Learn, if possible, how good his 
word is, his personal habits, his manner of living, his amuse¬ 
ments, his environment and his business code of ethics. Get 
positive information. Character is frequently misinterpreted 
because failure to discover unfavorable facts is interpreted as 
proof of high moral worth. Inaccurate appraisal of character 
by credit men is probably due more to lack of information than 
to a misinterpretation of data. 

Capacity. —In so far as character and capacity are both per¬ 
sonal attributes, they may be said to be correlatives, but here 
the analogy ends. High character docs not imply great capacity. 
Nor does great capacity indicate high character, although the 
possessor mafy recognize that ‘^honesty is the best policy. Both 
factors must be separately appraised, even though the investi¬ 
gation of both is conducted simultaneously. Naturally, the 
investigation of the personal quality of the risk will reveal both 
character and capacity attributes. 

Capacity, like character, is an intangible possession for which 
there is no unit of measurement. Our appraisal of it, therefore, 
is comparative. The capacity at the disposal of a business may 
be found solely in one man, as in the case of a sole proprietor¬ 
ship, or it may be necessary to appraise the managerial ability 
of more than one man, as in the case of a partnership or cor¬ 
poration. In a partnership or a corporation, one man is often 
found to be the dominating force. It naturally follows then 
that his capacity appraisal will be given the most weight, 
although those who share with him the managerial function can¬ 
not be neglected. 

Capacity, to the credit man, means more than active mental 
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power. The student is apt to think of it merely as mental 
ability. In a word, it means both physical and mental power, 
plus the activity with which they are exercised. While mere 
brawn without brain is practically useless in the management of 
business, a good physique with a capacity for hard work adds 
greatly to the capacity factor. The age of the applicant, there¬ 
fore, has considerable significance. It indicates both the physical 
ability and the experience of the subject. Capacity normally 
increases with experience until, at a certain age, either the men¬ 
tal or physical capacity, or both, begins to wane. Energy, 
aggressiveness, ambition, shrewdness, and judgment should be 
taken into consideration. Technical knowledge of the business 
itself should increase with experience, while a change to a new 
business may detract considerably from the capacity rating. 
Other factors to be taken into consideration are executive abil-* 
ity, general education, and training, location of the business with 
respect to its special advantages and disadvantages, and general 
business methods. 

Two classes of credit applicants are presented with respect 
to the capacity factor: those who have demonstrated their 
capacity, or lack or it, and those who are just embarking in 
business and have yet to reveal their capacity to run a business. 
Some, in the weighing, will hang in the balance. Although in 
business for years, they seem to have made no particular head¬ 
way. Such a risk always in the balance will eventually fall 
below it, for the inexorable law of nature will compel him to 
slow up in initiative and energy. On the other hand, a long 
record of honest and successful business, though without the 
accumulation of great capital, is strong evidence of the satis¬ 
factory capacity of the business man. 

Capacity stands next to character, for the man of character, 
having a will to pay, and capacity, will find a means to pay. 
Moreover, a man with high capacity may be relied upon not to 
obligate himself to such an extent that he cannot find the means 
to pay. 

Capital. —In credit practice, it is generally found that more 
attention is given to the analysis of the capital factor than to 
the character and capacity factors. The reason for this is not 
difficult to understand. Capital is a tangible factor and we 
have a unit of measurement for it—^the dollar. Moreover, the 
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business man has been educated to expose his capital through 
the medium of the financial statement, and, after all, it must be 
remembered that it is with the dollar that the credit is to be 
redeemed. 

To the credit man capital means the financial strength of the 
risk. First of all, it is the amount of money which the subject 
has at the risk of the business, augmented sometimes by capital 
which may be invested in or at the risk of other enterprises. 
Not only is the quantity of capital learned but the nature of 
the assets in which it is invested and the proportion invested 
in each. 

Capital is the amount which the business man holds out as 
a guarantee that a credit transaction entered into can be 
redeemed. Capital represents the extent to which losses occa¬ 
sioned by errors in business judgment, adverse business condi¬ 
tions, or acts of Providence, such as floods, tornadoes, etc., can 
be absorbed. The creditor will, naturally, require such a 
margin of safety, and this margin of safety will necessarily be 
in proportion to the hazard and to the amount of credit which 
the subject uses. The creditor will desire to know not only the 
extent of the capital but also how it was acquired. Whether 
it is increasing or decreasing, or whether it was acquired by the 
successful prosecution of the business or by inheritance, will 
make a vast difference in the final appraisal of the risk. It 
would be folly to consider the mere financial record as all 
important; but this record, if honestly compiled, reflects both 
capacity and character, and is a silent witness to both these 
intangible qualities. 

How to obtain and analyze information on these three 
factors will be more fully treated in the following chapters on 
‘^Sources of Information.’^ 

Condition of Business. —In addition to a complete considera¬ 
tion of the three C’s—Character, Capacity and Capital—which 
may be called internal factors, there are certain external factors 
over which the credit applicant has little or no control, but 
which may have a profound influence upon the appraisal of the 
credit risk. These factors are summarized under the heading— 
Business Conditions. Most businesses are subject to two types 
of movement (1) the regularly recurring seasonal activity, and 
(2) the irregular oscillation of business as a whole. The sea- 
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sonal activity is expected and can largely be discounted 
although the credit man may not be able accurately to forecast 
whether the season is to be good or bad. Any number of sea¬ 
sonal industries could be cited. In fact, it would be more dif¬ 
ficult to name an industry which is not affected to some extent 
by seasonal activity. The largest single industry in the country 
—farming—is distinctly seasonal and casts its influence over 
industries not even remotely connected with farming. As 
specific illustrations—toys, paints and varnish, wall paper, 
and clothing might be cited. The amount of credit which a 
business man in a seasonal business may advantageously use, 
and which, therefore, may be accepted by the creditor with 
safety, varies with the time of the season. The creditor will 
take this seasonal variation of credit power carefully into con¬ 
sideration. 

When considering the second type of movement it is neces¬ 
sary, as has been stated in a previous chapter, to consider not 
only the general movement or trend of business, but more par¬ 
ticularly to study the status of the particular industry under 
investigation. This latter movement may be in direct contrast 
to the larger movement commonly known as the business cycle. 
Consequently, credit conditions may be found to be generally 
good in a certain industry while the status of industry, as a 
whole, may be one of general depression. Business movement 
has been likened to the ebb and flow of the tide. The business 
man, who is ever striving to make progress in one direction, is 
aided or retarded according to the direction of the tide. When 
the tide is swiftly against him the business man needs staunch 
character, and high capacity reinforced by a comfortable margin 
of capital. Such a man, a satisfactory risk under adverse con¬ 
ditions, will become an A No. 1 risk when business conditions 
are better. 
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Text and Besearcli Questions 

1. a. What are the two fundamental questions to be answered in every 

credit risk? 

h. How may these two questions be broken down into four factors, 
and what in your opinion is the order of their importance? 

n. If an excellent credit risk can be given a value of 100 per cent, 
criticize the allocation of values, or show the impracticability of 
attempting to assign definite values to individual factors as in the 
following equation: Character (25 per cent) -j- capacity (35 per 
cent) + capital (40 per cent) = credit risk (100 per cent) when 
business conditions neither aid nor hinder success. 

2. Why docs the acceptability of a credit risk vary with the credit 
policy? 

3. In what way may style changes in merchandising affect the credit 
policy ? 

4. a. How docs character differ from reputation? 

b. Do they ever coincide? 

c. In practice do credit men appraise character or reputation? 
Why? 

5. ' How would you proceed to investigate a debtor’s ‘^capacity”? . 

6. How should a credit man keep himself informed as to business con¬ 
ditions? 

7. What is the function of the capital factor in a credit risk? 

8. Assume that you are credit manager for a concern supplying auto¬ 
mobile parts and accessories chiefly to garages. Your salesman has obtained 
a first order amounting to $300 on which the customer has asked credit for 
30 days. The salesman has obtained and reports to you the following in¬ 
formation in regard to the customer: 

R. A. Olson, age 37, married. Investment in business $2,000. Has no 
other property. Runs a repair garage and filling station. Worked as a 
carpenter until 1934. Bought a chicken farm in 1935 with which he was 
unsuccessful. For past several years has worked as helper and machinist 
in various garages. Started present business 5 months ago. Drives 3-year- 
old Buiek sedan. Bank reports he carries a moderate checking account. 
Has never asked for a loan. Aiding in the support of a crippled sister. 
Occupies corner location on main highway. Building is one-story, frame 
construction, somewhat in need of repair. Town has about 12,000 popula- 
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tion. Only industry in town is working on half time. Business conditions 
in town not good. Reported main highway to be relocated four blocks 
away. Mr. Olson well spoken of by other garage men in town. 

Classify the above information according to character, capacity, capital, 
and business conditions. State whether you would or would not extend 
credit. 



CHAPTER X 


INVESTIOATma CREDIT FACTORS 

Points to Be Investigated. —The success of credit risk 
appraisal depends primarily upon getting the essential credit 
facts. The credit man may err in drawing his conclusions when 
in possession of a certain set of facts, but he surely cannot be 
accurate in his judgment when points which would have an 
influence upon his credit judgment are unknown to him. In 
the author’s opinion, the causes of errors by credit men are 
about evenly divided between improper interpretation of credit 
data and the lack of sufficient information prior to the credit 
decision. The reader will not, however, overlook the fact that 
the time and cost of investigation are subject to such controlling 
factors among others, as the size of tlic order, the amount of 
profit in it, and the risk involved in selling to that particular 
class of trade. 

The purpose of the investigation will also have its influence 
upon the time involved and the method to be pursued. The 
mercantile credit department instigates an investigation in prac¬ 
tically all cases for one of three reasons. Either a new or pro¬ 
spective account is to be investigated, or an old account is being 
periodically revised, or some special circumstance calls for the 
revision of the account. Investigations by banks are made for 
the same reasons, with the added one that the investigation may 
be made at the request of one of its customers or by another 
bank. Just what sort of information, or what points to cover, 
where to go, and how to get the information desired will be 
treated in this and following chapters. 

In General. —Every factor relating to a credit risk has 
some bearing upon the credit decision, and should, therefore, 
have some weight either for or against the acceptance of the 
credit risk. When favorable and unfavorable factors disclosed 
by the investigation are intermingled in the information and 
seem to be about evenly divided, a decision is hard to reach. 

171 



172 CRBDIT AND COLLECTION PRINCIPLES AND PRACTICE 


While the factors of a satisfactory risk have been discussed in 
a previous chapter under the headings of Character, Capacity, 
Capital, and Condition of Business, the investigation of these 
different factors is usually regrouped under General Informa¬ 
tion or Antecedents, the Financial Position, and the Credit 
Hazard in the Industry. 

The different effects of some of the information to be found 
under these headings will be discussed in subsequent para¬ 
graphs. Mainly to be considered under General Information or 
Antecedents are the type of business, its legal composition, its 
location, and a complete record of the concern and its owners. 
The significance of the antecedents can hardly be overestimated 
in the appraisal of a credit risk. Too many times, however, the 
credit man in actual practice fails to obtain a complete record 
of the concern, its owners, and its management. 

Investigation of the financial x)Osition will include its past 
financial record, as well as a thorough analysis of its present 
position; its trading record, by which is meant its reputation, 
and its record and method for taking care of its credit obliga¬ 
tions. Still another factor which will have its influence and 
must not be overlooked in the general investigation, though it 
may be kept somewhat in the background, is the credit hazard 
in the industry. 

Type of Business. —It is essential that the credit man 
should know and properly appraise the factors which are pecu¬ 
liar to the different types of business within an industry. After 
having considered the name, which may in itself have some 
significance, the kind of business conducted will have first atten¬ 
tion. While there are many special types of business, two gen¬ 
eral divisions may be made of all, namely, manufacturers—those 
who produce or assist in the production of goods; and merchants 
—those who sell the article without changing its form in any 
way. There are, for example, in the textile field four general 
types of business, the manufacturer, the contractor, the jobber, 
and the retailer. Each presents a credit hazard peculiar to 
itself because of the type of business which it conducts. While 
various types cannot be treated specifically what it is desired 
to bring out may be accomplished by stating that in many 
instances, though by no means in all, retailing is the simplest 
form of business, while in many instances jobbing demands a 
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considerably broader knowledge of the general market and trad¬ 
ing conditions as well as a larger capital. Manufacturing 
requires not only a broad knowledge of markets and marketing 
conditions but manufacturing ability and experience as well, 
together with a large capital. Each type of business presents 
its own peculiar credit hazard. 

Furthermore, the hazards in each type of business may be 
j)eculiar to each different industry. The manufacturer, for 
instance, may produce an article highly seasonable, or subject 
to the whims of fashion, or a specialty. The creditor has a very 
different group of credit factors to consider from those of the 
manufacturer of a product of steady demand. 

Legal Composition. —While the credit hazards of different 
types of business are the result of economic conditions, the 
hazards resulting from the form of the business ownersliip and 
control arc fixed by law. These hazards of business form vary 
])ut little, consequently, in different industries and in different 
types of the same industry. Both the rights of the owner and 
the rights of the creditor are fully defined. While there are 
various types of ownership, the three most important arc the 
single proprietorship, the partnership, and the corporation. 
Other forms occasionally encountered are estate ownerships, 
trusteeships, business trusts, cooperative societies, joint stock 
companies, receiverships, etc. Of this latter group the credit 
man probably will most frequently deal with estate ownerships 
and receiverships. The credit factors peculiar to the more 
common of these legal forms of business will be set forth. 

Single Proprietorships. —Single proprietorships are tlie 
most numerous form under which business is conducted. The 
single proprietorship is also the simplest form of a business 
entity. There are, in fact, no legal restrictions which the cred¬ 
itor should guard against except to be sure that the business 
conducted be a legal one, that the owner be neither a minor nor 
insane, and, if the owner is a married woman, that she has the 
legal right to transact business. 

In a single proprietorship, the owner ^s total estate, except 
for certain property exempted by various state laws, is at the 
risk of the business. The proprietor is free to operate the busi¬ 
ness according to his own judgment and without interference or 
restraint. There is, therefore, great flexibility in the manage- 
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ment. When the proprietor is a man of sound judgment and 
all-around ability, with experience and sufficient capital, he pre¬ 
sents a very desirable risk. These are points in favor of this 
form of business control. 

There are, however, some disadvantageous points which the 
credit man should take into consideration. There may be osten¬ 
sibly a sufficient personal estate to assure the goodness of the 
credit risk. The thorough credit man will be certain that the 
title to such property is not in the name of his wife, nor that 
there is joint ownership of husband and wife. In either case, 
such property is removed from the reach of creditors. If a 
woman appears as the owner of a business, it should bi^ ascer¬ 
tained that she is not a dummy’’ for the real owner, her hus¬ 
band or other relative who for legal or other reasons may not 
be able to hold proi)erty. In some lines for vvhicli a woman is 
peculiarly adapted, she presents a better risk than would a man. 
The woman in business, however, is apt to show less tenacity 
than a man. She becomes more easily discouraged when con¬ 
fronted with adversity and, abandoning the enterprise, finds 
a refuge with some relative or friend. 

Capacity is often a factor which should be carefully inves¬ 
tigated in a single proprietorship. It is rarely that one finds 
production, marketing, and financing ability highly developed 
in one man. Conducting all dei)artments of a business of any 
size imposes a severe strain. Considerable hazard is involved 
in the health of the owner. If he becomes ill the business may 
be badly conducted. In the event of death the creditors’ money 
may be tied up for some time, even though the estate is amply 
solvent. Some added protection is given when the proprietor 
carries life insurance for the benefit of the estate or for his 
creditors. 

An analysis of business failures would no doubt show a 
larger percentage of failures in single proprietorships than in 
oartnerships or corporations. This is due in a large measure 
fo the case with which an individual may engage in business, 
with the result that many an enterprise is ill advised in 
its inception. In the new enterprise capacity and capital will 
require particular attention. 

Partnerships. —This form of business ownership presents 
some individual characteristics with which every credit man 
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should be familiar. The first fact to be ascertained is: Is it a 
general or limited partnership? This information is easily 
obtained, since a limited partner must i)lainly set forth that 
his liability is limited. Otherwise, he may be made a general 
partner. This question is of importance to the creditor because 
in a general partnership each partner is liable for all the debts 
of the firm while the special, or limited, i)artner is not liable 
beyond his investment in the business. It is therefore important 
to know the sum contributed by the limited partner, or partners, 
and the date of the termination of the agreement. While in a 
general partnershi]) the partners are individually and collec¬ 
tively responsible to their creditors and to each other for their 
acts, and the property of each, both in and out of business, is 
available for the payment of the debts of the business, there 
is not a parity among all the creditors. Business and personal 
creditors have not an equal claim uj)on all the assets. This fact 
becomes of importance only upon the insolvency of the partner¬ 
ship or of any partner. If the partnership becomes bankrupt, 
the general creditors of the x>artnership have a prior claim to 
the firm’s assets over the creditors of the individual partners. 
Likewise, the personal creditors have a prior claim to the per¬ 
sonal assets of the individual partner. If, however, a creditor 
has the endorsement of a partner the effect is to make him both 
a business and personal creditor. 

Unless there is an agreement to the contrary, the death of a 
partner terminates the partnership, or a partner may withdraw 
at will. The estate of a partner cannot be held liable for any 
debts incurred subsequent to his demise, nor is a partner liable 
for any debts incurred subsequent to his withdrawal. With¬ 
drawal or death will not, of course, release an individual or an 
estate from liabilities incurred while a member of a partnership. 
Upon the death or withdrawal of a partner the creditor should 
either revise his credit file or proceed as though he were investi¬ 
gating a new account. 

Among the advantages of the partnership from the creditor’s 
point of view is the fact that partnerships, on the average, 
require and control a larger capital than do individual proprie¬ 
tors. An advantage over the corporation is the fact that each 
general partner is responsible for the acts of all partners, and 
it affords a simple, compact form of organization. It permits 
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of the use of diversified abilities, and when well balanced pre¬ 
sents an extremely desirable business unit. The real strength 
of a partnership lies in the joining of the diversified abilities 
and the capital of the individuals. 

Its greatest disadvantage lies in its lack of stability. It is 
subject to dissolution without warning. The creditor must 
particularly guard against dissension among the i)artners, or 
complications arising from the personal obligations of the several 
partners, as well as complications arising from the termination 
of the partnership which, as has been stated, is so easily accom¬ 
plished. 

The ideal combination in a partnership with moderate capi¬ 
tal consists of three persons, one an experienced marketing man 
or distributor, the second experienced and successful as a buyer 
or manufacturer, and the third with ability as a financier, each 
in charge of his branch of the business and working in harmony 
with each other. 

Corporations. —While the corporation is the most compli¬ 
cated form of business organization under discussion, it has 
certain features which give it a preference over the proprietor¬ 
ship and partnership as a business risk. The complications 
arise out of the legal requirements of the several states and the 
variations of the legal requirements in different states. The 
laws arc, however, fundamentally alike, the most im[)ortant 
differing features to the credit man being the laws relating to 
exemptions from levy on certain corporation assets, and the 
limitations of the business which may be carried on. In gen¬ 
eral, the interests of creditors are well ])rotectcd by the various 
state laws; there arc but few laws prejudicial to their interests. 

A favorite definition of a corporation was framed by Chief 
Justice Marshall in the famous Dartmouth College case, as fol¬ 
lows: ‘‘A corporation is an artificial being, invisible, intangible, 
and existing only in contemplation of law.” Since a cor- 
l)oration 

. . . exists only in contemplation of law and by force of law, and 
when that law ceases to operate, and it is no longer obligatory, the 
corporation can have no existence. It must dwell in the place of its 
creation, and cannot migrate to another sovereignty.^ 

1 Chief Justice Taney, Bank of Augusta v. Earle, 13 Pet. 519, 558. 
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If authorized by its charter it may do business outside the 
state of its creation where the laws permit a foreij^n corporation 
to do business within their borders, but each state* has the power 
and privilcf^e of prescribing? the terms upon wliich it will allow 
foreign corporations to transact business v/ilhin its borders. 
The question arises as to what is transacting busin.ess witliin 
a foreign state. The reader may also query how this matter 
may involve the credit department. While a discussion would 
be too lengthy for this chapter, and it is not primarily the func¬ 
tion of the credit man employed by a corporation to see that 
his company observes all the re(iuirements of the law, the (jues- 
tion is of direct interest to the credit department since its 
ability to enforce its contracts in a foreign state may be 
involved.^ 

The foregoing i^aragraph refers to the creditor corporation’s 
authority to transact business. The credit man is primarily 
interested in the credit factors ])resentcd by customers having 
this form of business organization. Perhaps tlu^ most empha¬ 
sized fact is the limited liability of the ownership. But to this 
there are some excei)tions, (yaliforni:!, for example, makes all 
stockholders, both of domestic and foreign cori)orations, as well 
as stockholders residing in California, liable for that ])roportion 
of th(i debts of a corporation incurred while they wei*e stock¬ 
holders which their stock bears to the total sulxs(*ri])ed stock of 
the corporation. A second fact, which may, upon occasion, bo 
called an advantage or a disadvantage, is that it i)ossesses only 
those i)owers granted to it by law. It therefore lacks something 
of the flexibility possessed by the single ])roprietorshi]) and the 
partnership. This may restrain it from jflunging into wild 
adventures. That it permits hidden identity and hidd(m respon¬ 
sibility may also at times be regarded as a disadvantage. 

In si)ite of the legal intricacies of the corporation and other 
disadvantages, it is nevertheless a favorite form of business 
organization with the credit man. Some of the reasons follow: 
Usually the business is not terminated by d(‘ath nor is its routine 
affected. This is particularly true of the larger corporations. 
An individual usually represents only a fraction in the owner¬ 
ship rnd management of a corporation and the wound in the 
corporation caused by his passing is quickly healed unless it 

2 See * * Credit Manual of Commercial Laws, * * pp. 31-43, 1941. 
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be a large one. While limited liability is listed as a disadvan¬ 
tage, on the other hand the i)ersonal creditors of the owners 
cannot touch the assets of the corf)oration. The corporation 
easily permits of an expansion of capital. Thus large amounts 
of capital from many sources are brought together in a single 
enterprise. It is an ideal unit for large scale production with 
diversified ownership and management. Its existence may bo 
perpetual. 

Estate Ownership. —Estate ownerships are briefly treated 
here since death so frequently forces the credit man to deal 
with them. In the majority of instances estate ownerships are 
of brief duration, o])erating only until the business can be sold 
or liquidated. It is seldom that great success attends them and 
frequently they are unsuccessful. They are subject to the dis¬ 
agreements and dissensions of the heirs of the estate, and, in 
addition, those in the active management of the business may 
not be sufficiently capable or experienced. 

Ill selling to this form of business organization, it is essen¬ 
tial to know that all the legal requirements are being observed 
both by the creditor and by those in charge of the business. 
The management of the estate is vested in one or more executors 
or administrators. The executor or executors are appointed by 
the will of the decedent to carry out the provisions of the will. 
Since their powers are clearly defined, or, let us say, limited, 
by the terms of the will, the creditor should obtain a copy of 
the probated will or otherwise satisfy himself of their power to 
act. Administrators arc appointed by the court, usually for the 
pur[)ose of li(]uidating the business. They may, however, in 
some cases be empow(‘red to continue it. In the event the estate 
is managed either by executors or administrators, it is essen¬ 
tial to know whether they have properly qualified and are under 
bond. 

Upon the death of a customer, the style under which the 
account has been carried by the creditor should be changed to 
indicate estate control. For example, the correct style might be 
illustrated as follows: ‘‘The Acme Hardware Co., Estate of 
G. A. Hardwick, Proprietor.’^ If at the time of the customer’s 
demise there are any bills outstanding the creditor should know 
how long a period he has in which to file his claim with the 
executors or administrators in order to share in the distribution 
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of the estate. The creditor should also know how long a time 
is given before the administrator or executor can be compelled 
to settle claims. These periods of time vary in different states 
and the laws of the state in which the estate is located should 
be consulted. 

Trusts, Joint Stock Companies, Cooperative Societies._ 

These are forms of business organizations wliich most credit 
men will rarely encounter. When they do, the paramount (]ues- 
tion to be determined is where the liability lie's. In joint stock 
companies and cooperative societies usually there is unlimited 
joint and several liability for all debts contracted while the 
individual was a memlx'r. There may be, however, state legis¬ 
lation to modify this general statement. 

The so-called Massachusetts Trust, or the Business Trust, or 
Common Law Trust, is an attempt to obtain 

... the advantages belonging to corporations without the authority 
of a:iy legislative a<d, and with freedom IVom the restrictions and 
regulations imjmsed by law upon corporations.*^ 

AVhethei* such an organization may be regarded as a quasi cor- 
poration oi* as a form of partnership depends upon the d(*clara- 
li:m ot* trust. The trustees may themselves avoid ])ersonal lia- 
bi.i!y on any contract entered into by them by express provision 
to that effect. Likewise, the articles of association may be so 
drawn that any debt incurred by the trustees for the association 
m:iy be a li(‘n upon the trust pro])erty, but that the trust(*es 
have no ])ower to bind the shareholders personally. Further¬ 
more, action against commoji law trusts for the recovery of a 
debt must be in the nature of an action in ecpiity to subject the 
trust proi)erty to the payment of the indebtedness. Altogethi'r 
this form of business organization detracts from the desirability 
of the credit risk rather than otherwise, and causes the credit 
man to view it with some suspicion. 

Location. —A few brief remarks upon the location of a 
business as a credit factor would seem unnecessary b(*cause of 
the simplicity of the principles involved, and yet how often is 
failure encountered because of an unwise selection of a location. 
The location of a business must be lofdcal. A vacant, deserted, 
grocery store in a new and sparsely settled community is mute 
3 Hussej V8. Arnold, 185 Mass. 202. 
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testimony to the error of judgment of the proprietor in selecting 
a location. The retail store should be conveniently placed. 
This usually means upon the ground floor with a sufficient poi)U- 
lation near to afford it patronage or upon a public thorough¬ 
fare where the public daily passes. A trade center gradually 
moving to a new center is an unfavorable factor. Furthermore, 
a business should not be subjected to too great competition. 
When there are more retail stores than a community can sup¬ 
port, it is a survival of the fittest. The proprietors that fail 
usually have some bad debts for creditors to absorb, and during 
an intense struggle for survival even tliose who win may be slow 
pay and scarcely desirable as customers. 

The jobber may operate out of the high rent area but he 
should be in a jobbing center. That is, he should have a natural 
territory readily accessible to his salesmen and to his goods, and 
not within too great a radius. Most jobbers, like the retailer, 
supply local needs, tlie locality merely being enlarged to a 
radius of two or thr(‘c hundred miles. 

An adequate supply of labor, power supply, transportation 
facilities, reasonable rent, and to a lesser degree nearness of 
raw materials, enter into the location ])roblem of the manu¬ 
facturer. How long established in the present location is a 
question that should be given consideraticn in eacli type of 
business. A new location must be tried out, and until the busi¬ 
ness has been established at an address for some time success 
is usually uncertain. Frequent moving from place to place is 
a distinctly unfavorable sign. 

Record of Concern and Owners. —Tlie record of a concern 
and its owners are often inseparable, and then again the owners 
frequently have a history quite apart from that of the concern. 
These records may best be treated separately. The credit analyst 
will be favorsibly or unfavorably impressed by the record of 
the concern and its principals. As was remarked in the dis¬ 
cussion of character, the reputation of the principal or prin¬ 
cipals will have great weight. A favorable impression is obtained 
when those in executive positions are regarded in their com¬ 
munity as thrifty, energetic, capable, and with good habits. 
Beware of the concern one or more of whose members arc lazy, 
gamblers, dissipators, or who are “ crooked. Derogatory in¬ 
formation of this nature, however, is extremely difficult to obtain. 
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The business man with a clear record decidedly impairs his credit 
standing when he associates with him in any executive capacity 
a man with a bad record. Failures in business, on the other hand, 
sometimes occur solely tlirough moral and mental shoilcomings of 
business associates, or through outside conditions of business 
wliich could neither be foreseen nor guarded against. In every 
case the conditions surrounding the cause of failure should be 
carefully examined, and where a man has shown a proper sense 
of responsibility to his creditors, failure should not subseciuontly 
I)reclude him as a credit risk. The relation between fires and 
credit will be discussed in a future chapter but it may be stated 
here that the record of fires, as well as of burglaries and lawsuits 
distinctly impairs the desirability of the risk. Fires and bur¬ 
glaries point distinctly at dishonesty, while lawsuits, whether 
won or lost, indicate the truculence of the concern. A quarrel¬ 
some customer is hard to do business with. A feature which may 
detract from the desirability of the credit risk is an interest 
divided between two or more businesses. The chances of success 
arc brighter if all one’s energy is devoted to a single enterprise. 

Two other points arc of particular importance. If the busi¬ 
ness is a partnership or corporation, thosi^ in control should 
operate harmoniously together. Finally, the man who has 
demonstrated his capacity while in another’s employ is not 
always successful when managing his own business. 

While the record of the concern is interwoven with the records 
of its owners and officers a few i)oints .should be separately 
considered. A most imi)ortant factor is the length of time a 
concern has successfully operated. The critical period of a 
business in most industries is its youth. If a business has demon¬ 
strated over a number of years its ability to function, that 
fact must weigh heavily in the credit measurement. This state¬ 
ment, however, is true only where the management is still 
virile. An enterprise often suffers from ‘‘dry rot,” an expres¬ 
sion used by business men to signify antiquated methods and 
management senility. The personnel should be properly bal¬ 
anced. If a partnership or corporation there should be two or 
more active in the operation of the business, and a proper mix¬ 
ture of youth and age is desirable. Young men are energetic 
and enthusiastic and while they are more adaptable to modern 
business methods and changes than older persons, they are in- 
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dined toward over-optimism and over-trading. Mon of advanced 
years, on the other hand, lack the resiliency necessary to enable 
them to recoup losses or to recover from a decline in business. A 
good combination is often the young man with a man of middle 
age. The energy and over-enthusiasm of youth is balanced by 
the fine judgment and experience of middle age. 

If there is one bit of advice in regard to antecedents more 
important than any other, it is the necessity of a complete 
record. The antecedents should show no breaks or gaps in the 
record of either the concern or its managers. If such a gap 
ap])ears be suspicious of it. Be sure that it does not conceal 
some very unfavorable feature. To be sure, the record may be 
^‘padded’’ but one’s business life is a matter of record and 
with the ])roper amount of investigation that record can be 
uncovered. 

Investigating the Financial Position. —A more thorough 
treatment of the financial position will be given in subsequent 
cliapters devoted to the analysis of the financial statement. It is 
sufficient here merely to repeat the statement made in a previous 
chapter under the caption Capital to the effect that since credit is 
redeemed with ca])ital, and there is a definite measurement of 
it, ca])ital receives among all credit factors the greatest atten¬ 
tion. In the investigation of the financial position a search is 
made not only into the financial position but also into the trad¬ 
ing record. The first assumes a study of successive financial 
statements, wliile by the latter is meant an analysis of the 
manner in which the subject has redeemed its credit In the 
investigation of the financial position, as in the antecedents, the 
greatest benefit is obtained when the investigation is (*omi)let(‘. 

Credit in the Industry. —^Without a thorough knowledge of 
the general set-up of the industry to which he sells, no credit 
man can be said to be master of his position. Such questions 
as the location of the industry, the successive steps in the j^ro- 
duction of the commodity, the method of distribution by manu¬ 
facturer, jobber and retailer, the general financial strength of 
those engaged in the industry, the terms of sale and the general 
observance of those terms, and the general credit hazard of the 
industry as determined by the financial strength and moral 
stamina of both sellers and buyers, are matters of which the 
credit man should have an intimate knowledge. In a word, 
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the credit man is advised to know his industry. The work of 
the credit man has developed beyond mere skill in appraising? 
an individual risk. The credit man is responsible for the larj?e 
funds of his concern loaned to customers, and this large and 
important position calls for a mastery of the industry and the 
business unit as a whole, as well as a mastery of the details of 
his own department. 
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Text and Research Questions 

1. For what different piirpoaea are cnMlit inveatigations made by mer¬ 
cantile houses? By })ankaV 

2. Why is a consideration of the "credit hjizanl in the industry” ne(*.- 
essary ? 

.1. Why should a credit man investigate thoroughly a risk’s "ante¬ 
cedents”? 

4. List (<i) the advantages; (6) the disadvantages of the single pro¬ 
prietorship form of business. 

5. What are the reasons for the popularity of the corporation aa a form 
of business organization? 

(). How would you proceed to investigate tlie ‘' character ’ ’ factor of a 
corporation? 

7. What advantages may a X)artnorship have over a single proprietor¬ 
ship? 

8. What investigation should be made when credit sales are made to an 
estate ownersliip? 

9. What is the first point to be determined when soiling on. credit to 
trusts, joint stock companies, or cooperative societies? 

10. Why is not the succe.ssfnl oi)eration of a business for a period of 
years proof of credit stability? 
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SOURCES OF INFORMATION 

With this chapter the reader now passes into the second 
phase of credit study. Tims far the fuiidaineiitals oC credit, 
including an analysis and classilication of credit as well as the 
mechanics of credit, have been covered. The second pliase em¬ 
braces the investigation and appraisal of the credit risk, while 
the third and concluding section will deal with the redemption 
and protection of existing credits. This section deals with how 
and wliere to obtain credit information and how to use it. 
Sources of information arc vast and range from those commonly 
used to those disclosed only by the credit man’s resourcefulness 
in seeking out unusual sources which may 1x5 productive of in¬ 
formation. Obviously, only those sources which arc somewhat 
commonly used can be treated here. 

Facts and Opinions the Basis of Judgment.— If all the facts 
having a bearing uj)on a credit risk could be placed before the 
credit analyst, and it* those facts were accurately interpreted by 
him, the only remaining uncertainty would lx*, due to unfore¬ 
seen events caused by the element of futurity. These would be 
I’olatively few. Unfortunately, the credit man very rarely has 
before him all the facts bearing upon a risk. IIow often, on 
the other hand, he may fail to get facts which would have modi- 
tied his judgment or reversed his decision is a fpiestion which 
it is not safe to attemi)t to answer. The aim of all credit men is 
to have sufficient and reliable data. Without it no confidence 
can be placed in the accuracy of the credit judgment. The first 
requisite, then, is to know how and where to get sufficient data 
upon which to make an accurate credit decision. 

Pacts will be supplemented by opinions. The credit manager 
seeks information from those who have previously formed an 
opinion of the subject as a credit risk, and, obviously, his own 
judgment will be infiuenced by the conclusions which others 
have reached. In his reliance upon the opinions of others, the 
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credit manager should be careful not to let this type of informa¬ 
tion carry too much weight, and he should carefully choose 
those whose opinions he takes. 

Judgment in Selecting Sources. —To know where informa¬ 
tion is to be had and how it may be obtained are usually not 
the only requisites. The credit man must gather his facts expedi¬ 
tiously and, at the same time, bear in mind the element of cost. 
The problem, then, resolves itself into a question of knowing 
where certain types of information can be obtained and how to 
obtain that information most expeditiously and economically. 
This rc(iuircs a knowledge upon the part of the credit man of 
all the sources which may be drawn upon to supply information 
in his industry and the types of information to be obtained 
from each. It would be difficult, if not indeed impossible, to 
enumerate all the sources which might be tapped, but the more 
common are known to all credit men. As has been hinted in a 
previous paragraph, however, comparatively few of even the 
common sources arc ordinarily used by some credit departments. 

The more common sources of information may be classified 
as follows: 

1. Direct: 

a. Credit inan\s personal knowledge. 

b. Record of subject with house (if a customer). 

c. Personal interview 

(1) By letter. 

(2) By credit man. 

(3) By credit man’s representative. 

(4) By salesman. 

d. Survey of plant or business. 

e. Financial statements. 

2. Indirect: 

a. Mercantile agencies: 

(1) General. 

(2) Special. 

(3) Interchange bureaus. 

(4) Attorneys. 

b. Trade. 

c. Banks. 

d. Public records. 

e. Clippings (news and trade papers). 

/. Miscellaneous. 
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A consideration of those sources of information and of their 
use will form the contents of tlie next several chapters. 

The Mercantile Agencies.— A chissilieatiou ot: all the 
sources of credit information might be made by dividing the 
sources into those which are free, the idea being one of reciproc¬ 
ity, and those for wliich a cliarge is made. iMost prominent in 
this latter class are the mercantile agencies. 

For the name, which is hardly explanatory oL* the function 
of these institutions, we are indebted to the fournh r of 11. G. 
Dun & Co. That institution was launched under the name 
The ]\Iercantile Agency, Ijewis Tappan & ("o., Proi)rietors. Sub¬ 
sequently, all agencies engaged solely in sui)plying credit data 
came to be known as mercantile agencies, though the name 
primarily applies to the institution known as Dun & Hradstreet, 
Inc. 

Mercantile agencies are divided into two classes, general and 
special, the division referring to the kind of business reported 
on rather than the type of information. There is, however, 
considerable dissimilarity in the type of information furnished 
by different agencies. 

Of all the agencies engaged in the occui)ati()n of furnishing 
credit information, only Dun & Bradstreot, Jnc., (pialifies as 
a general agency, since it is the only agency which undertakes 
to supply credit information on any business man or house wliich 
is a user of his or its credit. This agency, a combination of 
R. G. Dun & Co. and the Bradstreet Company, is both the oldest 
and the largest of mercantile agencies. Tt doi's not, liowever, 
enjoy a monopoly of supplying credit information, since it has 
keen comi)etitors in some of the special agencies. 

Origin and. Growth Sketched. —To understand the occa¬ 
sion which made the agency a possibility, it is necessary to 
review the conditions of industry in the United States which led 
to and culminated in the panic of 1827. The 18 preceding years 
may be described as an era of internal imi>rovcment. The Eric 
Canal was opened in 1825, and many others were in operation 
or in various stages of completion. Railway building wfis begun 
in 1828. Immigration was started on a considerable magnitude, 
and there was a constant movement westward, which resulted 
in the settlement of large tracts of land in Ohio and further 
west, bringing about a large increase in agricultural production. 



190 CREDIT AND COLLECTION PRINCIPLES AND PRACTICE 


Foreign loans on a large scale were negotiated. Most conspicuous 
of all was the development of transportation facilities, which 
assumed an exceptional importance in the large area and vast, 
though widely scattered, resources of the United States. With 
this unequalcd industrial and commercial growth came the usual 
excesses. There were a multitude of enterprises in advance of 
the demand, while others were useless and most foolishly under¬ 
taken. Speculative operations became excessive. Withal, finan¬ 
cial and political influences aggravated the situation. The plac¬ 
ing of public deposits with state banks, through the refusal to 
renew the charter of the United States Bank and its consequent 
withdrawal from business, increased the opportunities of these 
local banks for extending credit. The launching of injudicious 
enterprises was thus fostered. Transportation facilities opened 
up new possibilities and new values for land. The latter be¬ 
came highly speculative. 

Instances were not lacking in which lots in cities and farms were 
quoted, and even sold, at higher prices than have been realized for them 
from that day to this.^ 

Cincinnati was the metropolis of the West, St. Louis merely a 
small trading post, and Chicago only a thriving village. 

This period of expansion and inflation, which culminated in 
a crisis, was followed by a period of depression and liquidation. 
Mercantile failures in proportion to the number of firms in 
business surpassed anytliing hitherto rej)orted. Not until the 
summer of 1843 may the end of the depression be said to have 
been reached. During this period occurred the failure of Arthur 
Tappan & Co., wholesale and retail distributors of silk. With 
Arthur Tappan was associated his brother Lewis, who had gained 
a wide reputation as an excellent judge of the credit risk of 
the firm’s customers. The extent to which his advice in credit 
matters was sought by other merchants suggested to him the idea 
of organizing a credit-reporting bureau devoted to collecting and 
disseminating credit information. He accordingly, on Aug. 1, 
1841, opened the first commercial rating agency under the name 
of The Mcrciantile Agency, Lewis Tappan & Co., Proprietors. 

The Bradstreet Company, likewise, owed its origin to a com¬ 
mercial failure. In 1848, John M. Bradstreet, a lawyer of Cin- 

1 Burton, T. E., ‘ * Grises and Depressions, ’' p. 282. 
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cinnati, Ohio, was made assignee of a large insolvent estate. 
While engaged in this capacity, he acquired considerable infor- 
mation concerning both the debtors and the creditors of this 
estate, and he conceived the idea ol selling this information to a 
number of New York concerns. So successful was this venture 
that, in 1849, he founded Bradstreet’s Improved Commercial 
Agency. In 1876, this institution incori)orated under the name 
The Bradstreet Company. 

While The Bradstreet Company took its name from its 
founder, John M. Bradstreet, R. G. Dun & Co. was successively 
known as The Mercantile Agency, Lewis Tai)pau & Co., Pio- 
prietors; Tappan & Douglass; and B. Douglass & Co. before it 
took its final name. As the reader ihight surmise, Mr. Doug¬ 
lass first became associated with Mr. Tappan and then succeedt'd 
to his interests. He took into partnershi]) with him his brotlier- 
in-law, Robert Graham Dun, who bought Mr. Douglass’ interest 
in 1859 and who continued as the active head of the business 
until his death in 1900. 

The latest major change occurred in March, 1933, when 
R. G. Dun & Co. ac(iuired the interests of The Bradstreet Com¬ 
pany and have since operated as a single agency und(ir the name 
of Dun & Bradstreet, Inc. By this move the competition between 
the two agencies was removed, some economies of operations w(>re 
possible, and duplication of information asked of creditors and 
of businesses being investigated was avoided. The logical result 
of the elimination of one of the agencies is better service for 
subscribers. This agency, however, is still subjected to keen 
competition. There are a large number of special agencies each 
of which serves one or more industries and some of which have 
built up a reputation and prestige which enable them virtually 
to dominate the extension of credit in their i)articular industry. 
None of the special agencies, however, enjoys so wide a reputa¬ 
tion as this oldest and largest of all credit agencies. 

Present Extent of Dun & Bradstreet, Inc. —From single 
offices in single rooms the two agencies had expanded until, 
prior to the purchase of The Bradstreet Company, they con¬ 
ducted more than 350 branches in the United States and Canada 
and foreign offices in many important trade centers. Improved 
means of transportation and communication, as well as the re¬ 
moval of a competitor, have resulted in the elimination of many 
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of these oflficcs. The November, 1940, directory of offices of Dun & 
Bradstreet, Inc., lists 151 branch offices in the United States; 
17 in Canada; and 47 in other foreign countries. The Canadian 
offices are under the ownership of Dun & Bradstreet of Canada, 
Ltd., while tlic foreign offices in other countries are listed under 
B. G. Dun & Co., a separate corporation which has various 
degrees of ownership of and exercises various degrees of con¬ 
trol over foreign offices. In addition to these foreign offices, 
various entirely indei)endcnt agencies supply information 
through contra(*tual arrangements to Dun & Bradstreet, Inc. 
Among the foreign countries Germany excels in the quality 
of service given by mercantile agencies. No country other than 
Germany approaches the efficiency of the agencies of the United 
States. 

While only 168 offices are listed in the United States and 
Canada there are approximately 70,000 cities, towns, and hamlets, 
all of which are covered by rc{)resentatives in person or by cor¬ 
respondents. Scores of thousands of correspondents, attorneys, 
and representatives throughout the United States and Canada 
are busily engaged every business day in assembling and dis¬ 
seminating credit information. 

Prejudices Overcome. —^While, in the early days of the 
agencies, business houses as creditors were glad to avail them¬ 
selves of all the information possible in regard to their cus¬ 
tomers, these very houses resented, as debtors, any attempt on 
the part of tlie agencies to obtain information in regard to their 
—the debtors’—own standing. Business houses that v/cre ac¬ 
customed to give references could not accept the idea that the 
gathering of information, as a business, should meet with any¬ 
thing except opposition. It was felt that matters regarded as 
strictly i)rivatc were being pried into and that that very fact 
impughed their credit. The work of the agencies, it wjus felt, 
involved no less a matter than trafficking in the financial reputa¬ 
tion of merchants. An attitude of considerable hostility on the 
part of the business public was thus fostered. 

The agencies, on their part, feared litigation and punish¬ 
ment under the general rules of law in respect to the publication 
of libels. The one sure defense to suits for libelous statements 
was the truth of those statements, and this, coming from so 
many sources and through so many employees, the agencies did 
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not feel that they could guarantee. During their existence, the 
responsibility of a mercantile agency for its statcmeiits has been 
clearly defined by litigation. Liberal interpretation of the law 
by many American courts has given the mercantile agencies 
considerable freedom in gathering and reporting credit infor¬ 
mation to their subscribers. 

Between the hostility of business men, coupled with their 
reluctance to give the agency any cooperation, and the constant 
fear that the agencies were under in giving out credit reports, it 
would seem that the new enterprise could hardly survive. On 
the other hand, the agencies were greatly aided by a real need 
for their services. Unlike old European business houses, with 
long-established reputations for good credit, the United States 
presented a young and rapidly growing country with new enter¬ 
prises of unknown credit constantly springing ui) or moving to 
new locations. The Civil War, which like all such conflicts en¬ 
tailed widespread economic and financial disturbance, gave a 
new impetus to the work of the agencies. 

Advantages of Cooperation. —On their pai*t, the mi^rcantile 
public began to see the advantage of cooperating with the 
agencies. The good business man realized that here was an ex¬ 
cellent way to advertise his good credit standing. The man well 
rated, whose credit had be(m hitherto limited to a few houses 
with which lie had formed a business relationship, now found his 
business solicited by the best houses available to him. The result 
was a wider selection of goods and better prices. 

Perhaps it may be said that one of the great accomi)lishments 
of mercantile agencies has been the wid(^ advertising of the 
credit of the American business man. The frankness with which 
the business man imparts information about his finanejal condi¬ 
tion and credit worth has greatly develo[)ed sin(*,e Lewis Tappan 
first undertook to supply credit information to the subscribing 
public, and the development is still going on. While there arc 
still some business men who hinder the work of the agencies, 
most houses receive the agency reporters as a matter of course 
and willingly impart to them the information which they seek. 
Our larger concerns, in fact, volunteer information in regard to 
any changes in their organization or policy that might be of 
interest to creditors, and their financial statements are forwarded 
as rapidly as they are compiled. 
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Cooperation, however, between the ageney, the subject of 
inquiry, and the subscriber has not yet reached the ideal state. 
It is the view of some that the agency on its part does not culti¬ 
vate with sufficient intensity the good will of its subscribers and 
subjects of inquiry, while its subscribers do not realize that the 
agency, as their employee, is due every aid and assistance that 
the employer can give to make the service of the employee most 
efficient and that business men, as subjects of inquiry, forget 
that their own safety as creditors depends upon the promotion 
of the reciprocal basis upon which credit measurement rests. 

The Agency and the Law. —^In the earlier stages of the 
agency, its work was considerably restricted through its fear 
of court action. The danger feared was a suit for libel as the 
result of publishing, through error, in some report false defam¬ 
atory words. Such a publication is prima facie a libel and im¬ 
plies malice in its publication.^ Through a wise and liberal in¬ 
terpretation of the law. United States courts have generally 
followed the reasoning of an English judge who said: 

If a person who is thinking of dealing with another, in any matter 
of business, asks a question about his character of someone who has 
means of knowledge, it is for the interests of society that the question 
should be answered; and iC answered in good faith and without malice 
the answer is a privileged communication.^ 

That an individual may fall back upon the defense of a privi¬ 
leged communication has been well established. Contrary to 
English interpretation of law, the courts of the United States 
have generally extended the same privilege to mercantile agen¬ 
cies. Our courts have held, however, that the mercantile agency 

. . . can shelter itself behind the privilege of which we have spoken, 
only in case the false defamatory matter was communicated to par¬ 
ticular subscribers in response to particular inquiries, but not in case 
such false defamatory charges are contributed generally to its sub¬ 
scribers, many of whom would have no personal interest in the par¬ 
ticular disclosures made.* 

From the above it will be deduced that it is dangerous, not 
only for the agency but for the individual as well, to give deroga- 

2 * * Credit Manual of Commercial Laws, ’' 1933, p. 200. 

3 Ihid.y p. 201. 

p. 202. 
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tory or defamatory information to one who lias made no inquiry 
or who may have no direct interest in such information. 

Another feature to be considered in avoiding liability is the 
prudence, skill, and diligence with which the agency must act in 
carrying out its contract to furnish credit information to its 
subscriber. There is no doubt that the agency is liable, in the 
absence of an express contract to the contrary, for tlie negligent 
performance of that contract. The agencies, therefore, stipulate 
in the contract with the subscriber that they shall not be re- 
sjionsible for any loss occasioned by the neglect, unfaithfulness, 
or misconduct of anyone on whom they rely for information, and 
neither the correctness nor the truth of the information is in 
any way guaranteed. That this feature of the contract will 
protect the agency, in the ease of gross negligence, cannot be 
positively stated. A New York court has held that 

A contract between a commercial agency and its subscriber does 
not release the agency from gross negligence in falsely representing 
that it had investigated a prospective customer upon the subscribcir’s 
request.^ 

In connection with the reliability of the information fur¬ 
nished by the agency, it is well to point out that the subscriber 
cannot recover from the agency for any damagi'S that he may 
have received through relying on an agency report, whether the 
agency was grossly negligent or not, if the r(q)ort at thci time 
was so old that it could not justifiably be relied on. In one 
such case, brought into court, it was held that a statement made 
60 days previously could not justifiably be relied on. With the 
marked development in the efficiency of ag(‘ncy service, and in 
view of the rapid changes in business conditions, the tendency 
of the law seems to be to restrict the length of time during 
which such statements may be relied and acted upon by crciditors 
with legal protection.*' 

Still a third point which involves the agency is whether a 
creditor may bring an action against a debtor for statements 
made to an agency. Court decisions have developed the general 
doctrine that 

5 Munro vs. Bradstreet, 155 N. Y. Supp. 833. 

cB rewster, ‘‘Legal Aspects of Credit,*' p. 107. 
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... a statement made to one person wllh the expectation that it be 
communicated to, and acted upon, by another is the same as if made 
directly to the latter.^ 

But 

... if the statement made by the merchant to the agenc}’^ is changed 
by the latter, the merchant is not liable.® 

In General. —Tihc general agencies number among tlieir sub¬ 
scribers every kind of industry, financial institution, and profes¬ 
sion which is an acceptor of credit. All do not use the services 
of the agency in the same way, l)ut all find the agency indis- 
])ensable. Ibinks, for instance, find the reference book among 
other uses an aid in determining whose business it is advisable 
to solicit. Tlie special reports are used to obtain the record of 
the concern, to supply h^ads to other important information, and 
to corroborate information received from other sources. Small 
mercantile houses in their credit [)ractice, freciuently redy al¬ 
most wholly u[)on the ratings. That the agency is both efficient 
and reliable is proved by its growth. Two potent forces compel 
it to maintain its efficien(*y—the subscriber and the subject of 
inquiry. A maximum of efficiency will naturally result from the 
full cooperation of both witli the agency. 

It would be exceedingly difficult to determine the influence 
which the mercantile agency has had upon business in this 
country. Not only has the agency classified and catalogued the 
credit of business houses, but it has advertised that credit upon 
a nation-wide scale. Through the use of the services of the 
agency, the business man finds it almost as safe to sell the 
customer in the remotest part of the country as he docs to sell the 
similarly rated one in the next township. 

It should be borne in mind, however, that the mercantile 
agency, whether general or special, is but one source of informa¬ 
tion, and its work is far from infallible. While it is entirely 
logical for creditors to emi)loy such a specialized service to 
provide them with credit information, credit managers as a whole 
do not rely solely upon agencies and particularly not upon any 
one agency. Other sources of information will be utilized not 

7 Bradley vs. Bradley, 165 N. Y. 183. 

8 Wachsmuth vs. Martini, 154 Ill. 515. 
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only to augment the information with which to work but to pro¬ 
vide a ‘‘cross check’’ upon data supplied by the agency. 
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Text and Research Questions 

1. What are the two most important considerations in the investigation 
and analysis of credit risks? 

2. What part do the following considerations play in the assembly and 
interpretation of credit information? Give illustrations where possible: 

a. Cost. 

b. Accuracy. 

c. Availability. 

d. .liidgment in selection. 

e. Purpose and relation to risk. 

3. Outline briefly the historical d(*velopment of Dun & Bradstreet, Inc. 

4. What economic factors associated with development of our country 
account for the growth of this agency? 

5. Discuss briefly the legal status of the mercantile credit agency in the 
United States as to liability for (a) negligence; (b) libel. 

6. What is the essential difference between the legal status of the Eng¬ 
lish and American agencies? 
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SOURCES OF INFORMATION (Continued) 

Organization of the Agency. —The executive office of Dun & 
Bradstreet, Inc., is located in New York City from which gen¬ 
eral control of all other offices is maintained. The United States 
is divided into a number of large districts each of which is 
presided over by a district office where reports on the business 
men of the district are assembled and are on file. Each district 
has under its supervision sub offices and reporting stations lo¬ 
cated in the larger centers of the district. The sub offices and 
reporting stations serve as headquarters for field workers and 
for additional sendee for the communities in which they are 
located. New York and Chicago serve as clearing houses for 
all branches. 

Agency Methods of Operation. —In order accurately to ap¬ 
praise the value of the mercantile agency as a source of infor¬ 
mation, it is necessary to know the methods pursued in obtain¬ 
ing the information from which the special reports are comi)iled 
and the ratings determined. The army of employc^es engaged 
in ac(iuiring credit information have as a background the pres¬ 
tige of the agencies. Furlhermore, the investigators in time 
acquire an acquaintance with business men in the territory th(‘y 
cover, which, together with a knowledge of local affairs, places 
them in a i)osition to secure confidential information not or¬ 
dinarily available to all sources of inquiry. This army of re- 
portei‘s or investigators may be divided into three general classes: 

1. The Local Correspondent .—In nearly every small town 
and village throughout the country, the agency has established a 
connection with a local man who acts as its local correspondent. 
Every village is covered, though each village may not have its 
local correspondent, since one correspondent may include in his 
territory two or three neighboring villages. The agency strives 
to secure as its correspondent the best man available. He may 
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be a local attorney, a banker, a justice of the peace, or one of 
the business men of Uie community. Wliile tluvse local corre¬ 
spondents often fail to volunteer information which comes to them 
whicli would be valuable to the a>?ency, nevertheless they form a 
necessary point of contact with each business community. Their 
chief value to the agency lies in the fact that tlu‘y are available to 
answer its inquiries promptly. Eemuneration of these repre¬ 
sentatives is on a fee basis. 

The quality of the information supi)lied by tlie local corre¬ 
spondent will vary greatly, liis value depends u[)on his knowl¬ 
edge of local business men and conditions, his ability as a credit 
man, and the thorougliness with which he investigates and an¬ 
swers inquiries. It is obvious that the corresi)ondent is not 
subject to the methods of development or the disci])linary action 
of the agency to the same extent as those rei)orters UTuler its 
complete control. Hence this army of reporters cannot be 
brought to the high state of efficiency which the ag(*ncy might 
desire. These disadvantages are offset, in ])art at h'ast, by their 
availability, their knowledge of local conditions, and their famil¬ 
iarity with the affairs of local busiiu'ss men. Frecpiently, the 
agency will have two r(q)resentatives in the same community who 
work entirely separately from each other; tlunr reports thus 
serve as a check upon each other. 

2. Full-time Reporters .—The great mass of information in 
the files of the agency is supplied by its full-time reporters. 
That is, by those reporters who are regular employe(*s of the 
agency and who devote their full time to the gathering of credit 
information. The full-time reporters may further be classified 
as city reporters, resident rejiorters, and traveling reporters. 

The city reporter handles credit investigations of concerns 
located within the city. City reporters generally work in geo¬ 
graphical divisions, thus becoming familiar with all businesses, 
business conditions, and the sources of credit information in their 
respective territories. Frequently, however, the division of work 
is not by territory but by industry or by size of the concern in¬ 
vestigated. The credit of large enterprises is investigated by 
analytical reporters who are highly trained and fully competent. 
Or the reporter may confine his work to—and so become a spe¬ 
cialist in—a certain field, such as the manufacture of paints, 
varnishes, and heavy chemicals. Another division of the city- 
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reporter grouj) may be assigned to business concerns of an inter¬ 
mediate size, that is, with a tangible net investment of between 
$10,000 and $100,000. Certain lines of industry such as coal, 
liquor, and the drug trade may be covered by reporters who 
specialize in the particular line regardless of how small the 
business may be. It is the task of the city reporter not only to 
gather all the essential credit information but to analyze that 
information and i)repare the credit reports. 

Resident reporters reside and work in the larger communities 
of an agency district. They devote their full time to credit 
investigation and arc on a salary basis. They do not, however, 
prepare credit rej)orts. Inquiries arc mailed to them, and the 
information gathered by them is mailed to the main office w^here 
the credit reports covering the name investigated are written. 
The resident reporter covers all lines of business. 

The traveling reporter^ unlike the reporters thus far described, 
does not handle inquiry tickets. His task is to cover the territory 
assigned to him and call upon and investigate locally every busi¬ 
ness enterprise in each town. lie docs this even though a resident 
reporter or local correspondtmt may have rej^orted on the same 
name. This class of reporter makes what is known as an auto¬ 
matic revision. ’’ Traveling reporters cover the entire forty-eight 
states in the same manner and so insure that every business con¬ 
cern will be investigated at least once a year by a trained in¬ 
vestigator. 

Every effort is made to keep the efficiency of this class of 
reporter up to a high standard, and the methods used arc those 
available to any business concern in maintaining the standards 
of its personnel. 

The agency conducts a school for its employees which not 
only discusses the factors which make a good credit risk and how 
to investigate and analyze them but also gives training in report 
writing. A uniform high standard is thus sought for its reports. 
It is the agency’s aim to make the report reflect the oftentimes 
exceedingly interesting story of a business. 

3. Special Reporters in Recorders^ Offices. —In the larger 
trade centers, as, for example. New York, the agency maintains 
its own representatives in the county recorder’s offices. In the 
smaller cities where the recorders’ offices arc less busy, the 
county clerk or some lesser clerk serves as the agency repre- 
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sentative. It is the duty of this class of reporter to keep the 
agency informed of all deeds, suits, mortgages, and similar in¬ 
struments filed, which are likely to liave an elfect upon the credit 
of anyone engaged in business, by sending in daily memoranda 
to that effect. The clerks, regularly employed, who render this 
service to the agency are compensated on a fee basis. 

Assembling Information. —In addition to the three classes 
of reporters cited above, investigation may be carried on by tlie 
office itself. To describe the ])rocedure that may take place, a 
single instance is cited. When a subscriber sends in an inquiry 
on a name new to the agency, the office imim'dlately sets al)out 
gathering as much information as i)ossible. Tlie subject of in¬ 
vestigation is communicated with by a full-time reporter if he is 
available or by letter if the reporter cannot at once call. The 
subjc'ct is thus given an o])portunity to aid the agi'in^y in estab¬ 
lishing his own credit worth. The local correspondent is asked to 
report on the name, and the full-time reporter is requested to 
make liis usual comph'te investigation as soon as i)ossible. Refer¬ 
ences wiiich may be furnished by the subject ^ire communicated 
with. All information received from these various sources is 
com])iled and edited, and the special report written. The infor¬ 
mation thus assembled is filed away to be available for subscribers 
in the future. 

The record is kept up to date by subseciuent reports of the 
traveling rei)orter, with perhaps additional information ad¬ 
vanced by the local corres|)ondent or the representative in the 
recorders’ office, together with frecpient investigations in the 
trade to ascertain the subjects’ paying habits. In this latter 
operation, the agency avails itself of the names of iiniuiring 
subscribers as rcferenc(‘S. This is accomplislu'd in the following 
manner: A ])art of the agency’s file record consists of a master 
card for each name. UF)on this card is recorded the contract 
number of each subscriber requesting a special r(q)ort. It will 
be readily seen that, in this record of iiniuiring subscribers, the 
agency has a valuable source of information. SubscribcTS who 
request reports are interested in the name. Later on, their own 
record with the debtor may be sought. 

Of course, the agency may fail, by this method, to get a 
representative list of creditors through the fact that not all 
creditors may be subscribers to the agency, and of those who 
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Fig. 20.—Financial statement form used by agency. (Front.; 
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Fig. 20.—Financial statement form used by agency. (Reverse side.) 
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Accounts Receivable (good) trade customers... 

Trade Acceptances.. 

Notes Receivable (good) trade customers. 
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If no Poblic Accountant is employed, check here 


























































Give complete i<st of all branch offices. 
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Fig. 21. {Continued,) 













































WHOLESALE 

Marckandisc sold-------... % Imported. Brands.... 

Where two or more distinct products are sold. % of sales represented by each... 

List of retail stores owned (if any)........ 

Trade Style used for “Customer's Stores" (if any)....... 






































SOURCES OF INFORMATION 


211 



Fig. 21. {^Continued.) 
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or foahircs of statement or estimates that require explanation;. 
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(If rating is changed more than one step, EXPLAIN WHY) 
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HEADING 

Business name..Line of business.Location 

Names and Titles of.Officers.. Partners.Proprietor 

Board of Directors. 

HISTORY 

Date incorporated or business started.... Where... .Original Capital... .Source 

Succeeded.Date style was registered.By whom.Changes in style 

Authorized capital.... Common.... Preferred.... Paid-in. . . Common. . . Preferred 

General.Special.Maturi^.Increases or decreases in paid-in capital 

Changes in officers or partners. . .Changes in location... Other companies controlled 
% of stock owned. . . . Line of business.. .. Location. . . .Inter-company relations 

Record.Financial difficulties.Closed suits.Satisfied judgments 

Each officer, director, partner, or the proprietor must be accounted for as follows: 
Age.. .Married. . .Single. . . Widowed. .. . 13ivorced. . . . Native of. . . .U. S. Citizen 
With conmany since. ... Duties. ... Former business connections and locations 
Duties... Outside business connections.. .Outside means... Character.... Habits 
Morals... .Record... .Financial difficulties... .Suits.. . .Judgments 

METHOD OF OPERATION 

Manufacturer.Jobber.Wholesaler.Retailer.Produets.... Brands 

Services.... % annual business represented by services. . .. Price range.... % of 
each line to total sales.... % of merchandise from or to allied companies. . . . Number 
of active accounts. . . .Is large % of total sales to one or a few accounts.. . .Classes 
of trade sold.... % of total sales to each class.. . Ternis to each class.... % of total 
sales on cas'.x basis. . . .Territory covered. . . .Competition. . . .Clianges in policies 
Location. ... Central shopping district.... Side.... Street.... Suburban section 
Store or shop frontage. . . Depth. . .Type of building. . . .Stone. . . . Brick. . .. Wood 
Are display windows attractive. . . .Number of employees. . . .Delivery equipment 
Branches 

FIRE HAZARD 

Owns,. .Renta.. .Number of stories... .Business and character of other occupants 
Building repair.. . .Good... .Poor.. . .Adjacent buildings.. . .Good.. .Poor.. .Has 
Viuilding outlived its usefulness.. . .Yes... .No.. . .Adjacent buildings.. .Yes.. .No 
Business and character of occupants of adjacent buildings.... Appearance of store, 
rear of building, equipment and stock... .Neat... .Disorderly... .Plant capacity 
Merchandise. . .. New. . . .Old. . . .Is any one in subject or adjacent buildings 
suspected of being engaged in any unlawful occupation?.. . .Arc there any features 
w’hich make this Fire Risk Undesirable?... .Yes.. . . No.. . .If yes, state what they 
are (If B D use B D blank).... Fims Rkco»d. ... of company and each individual... 

STATEMENT OR FINANCIAL INFORMATION 

When no statement Is obtained. .. .Date... .Who. .. .Deferred or declined a 
financial statement. . . . Reason why.. . .Use statement skeleton for estimates 
When ffgures are refused each visible asset must be estimated.. . .Open suits and 
unsatisfied judgments must be brought out under this caption. . . .Comineiit on the 
outst.anding features of the statement or your estimates. . . .Bring out the relation 
of sucli facts as the ability of the personnel, or the method of operation to the financial 
position of the concern. . . .In some cases the important point may be the selling 
terms, or the credit and collection policies, while in other instances banking or trade 
relations may have a decisive bearing on the conclusion 

BANK AND TRADE COMMENTS 

Names and locations of banks and finance companies.. . .For trade references use 
Trade 13 Form. . . . Bank checking. . . .Amount owing $. . . .Straight.. . .Endorsed 

Guaranteed. .. .Collateral. . . .Receivables.. . .Average balances_When last off 

How regarded... .Loc.al comments on trade payments 

SUMMARY 

.. Process of thought necessary to- produce a summary. 

Would I check this account for a reasonable amount? 

YES.NO.I AM IN DOUBT 

I have given a mental answer to the above question after thinking about what I have 
written in the report, and the reasons for my decision are as follows:— “Because” 
(Start writing with a word that naturally follows Because) 

THE SUMMARY 

The reasons given were based on the Outst.^ndino features of the 

report that I wrote, and I have refrained from. 

“Recommending” “Suggesting” “Predicting” “Precluding” 

20129 


Fig. 22.— Outline of form used by Dun & Bradstreot reporter. 
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are subscribers only a few may ask for a special report, the 
remainder being content to limit their iise of the agency to its 
rating book. In order to get as representative a list of trade 
creditors as possible the agency supplements its own record of 
creditors with references submitted by tlic subject and by names 
secured by the reporter. In no case docs it rely solely on the 
references that may be named by the subject. 


Q)Ntinuous Service Renewal Tickh 

Your Sorvice on this namo has expired. To 
maintain the continuity of your Information on 
this account, return this ticket promptly, and 
you will receive another year of Continuous 
Service. 


RETURN TODAY 
no other ticket is necessary 


DUN & BRADSTREET, Inc. 


Subscriber-Number 


By rrinrming Cominuoui Strvice RentwnL Tk^clt yom employ u ywr 
iwett agentf out entire itaff of Credn Analyilt, Reportert and tnveili- 
galuri to aimt you tn maintaining a eonitanf flow of perlineni credit 
failt regarding your acconnlt. , 

New inforiiMtion may eiiber— 

ivt—Juuify the altitude which you havr already atuiiiwd toward 
the account, at the information may tbow NO CliANGE. 

and—Alt at a cautionary lignal, for the rrport may In: LESS 
FAVOKAULK than that prcviouily itiued, or 


Fig. 2.3.—The continuous service renewiil lieket. 


Reference Books. —The agency i)ubHshes reference books 
which are revised six times a year. An examination of one 
of these books will show that, in addition to a list of commer¬ 
cial traders and banking institutions in the United States and 
Canada, it contains otlier features of value not only to tlie credit 
department but to tlic sales and shipping departments as well. 
For instance, in addition to over 2,300,000 names of business 
concerns and bankers, with capital and credit ratings for the busi¬ 
ness concerns, the reference books contain the population figures 
of villages, towns, and cities, with their banking and post-oflBce 
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DUN & BRADSTREET, Inc. (fj) 

THE MERCANTILE AGENCY 


LEDGER EXPERIENCE INQUIRY ON 


A PROMPT ANSWER IS RESPECTFUUY REQUESTED 

HIGH CREDIT $-...ORDER S— . 

(Htflicit «moyiit ir«it«d within « ycnr) (UniUcd on hind) 

OWES - . 1-TERMS_ 

(Include nom) 

PAST DUE - $-SOLd|^ '. 


O ANTICIPATES Q gy acceptance 

Doiscounts 

□prompt (■□But satisfactory 

InSLOW.DAYS jpAnd unsatisfactory 

UaNT T»NO IS TOWARD 

QSIowness 

n Accl. closed by note Q Collected by attorney 

[U Placed for collection: Is In dispute J[]] Yes 
CJAsIcs extra time llZl No 

n Credit refused/ .... 

L Cause... 

CD Makes unjust claims. 

(State them) 


(Dele of Uit lelc) 


REaNT TREND IS TOWARD 


(Use reverse side for edditionel rcmerfcs) 

If not selling, or if you have had no Experience wMiin a year 
check here Q and rcturh today. 

REFERENCE! 


.□No 



Fig. 24.—Inquiry blank used to obtain trade experience. 
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facilities, as well as tlie designation of county seats. A digest 
of the business laws of each state will also be found. In addition, 
the reference book contains a system of trade classification 
symbols, an index to which will be found in the front of the 
book, together with state maps, travelers* route maps, and long¬ 
distance maps. Pocket editions of single states, or combinations 
of the smaller states, are published primarily for the benefit of 
salesmen. These smaller editions are complete replicas of the 
information found in sections of the larger book. 


8HA0Y8I0E. Seknytor Co.—I 0 

Pop 1,207—A bonking town 

SAtterberry Emmett L.Bomltb 

Q Aubrey Mrs. Pearl.Ser Stn 

KBooton Electric Co.Light Plant 

K Brown O. G.Radios 

CBurns Junior R.Rest 

ZCrlm Frank P.Drugs 

CDanford D. L.Auto Rep A Aces 

TFarrell Frank.Meat 

SForsythe Willis C.Prtr k Pubr 

■Frledrtcb Carl C..IIware k Auto Aces 

AGarrett Mrs. Edith.....Wwear 

FGeery W. A.Prod A P A F 

LGeorge Henry O .Contr A Carntr 

TGraves Fr^. W.Gro 

■Hathaway Clias. C.Ilware 

A Hayden Frank W.Geul Mdse 

THenson R. Fronds.Gro 

PHockett James C.Pity A Prod 

CJeffries Claudo C.Hot 

TKlmmel J. II.Gro A Meat 

8 Lesley John.Oar 

AMelTln Herbert.Cla A Prg 

•MelTln Ralph N.Shoe Rep 

PMlller K. f..Hatohy 

■Mitchell Edson A.Drugs 

ANeely Robert L.G 8 

SNorthrup Paul E.Prtr A Piibr 

■Paradise C. W.Bak 

0Reeves Hale....Ser Rtn 

9 Roberts John A.Furn A Und 

♦Schmid L. E.Mens Furng 

CScbroid Geo. OH Co. (not Inc.). 

Fill Stn 

CShepard’s Cafe (Trade name)...Rest 

TSlsemore Fred. Irwin.Gro 

CSlavin Timothy S.Rest 

■■Snowbarger Albert H.Ham A 

Shoe Rep 

CWIlson>Smtth Motor Co. (not Inc.)... 

Autos 

■Wilson A Hardin.Hware A Ham 

nwirth Chaa. Lumber Cot (not Ine.) 


H3 

MSU 

A Al 

M3!4 

L3>S 

D*2 


G 3 

M4 

K3U 

M3ii 

L4 

II 4 

LVi 

K3! 

J 3«' 

G3 

F3!i 

M 

L.1!i 

2 


K.3>i 
0 3 


r3 

K2]i 


Fig. 25.—Corner of a page from Dun & Bradstreet, Inc., reference book. 


Ratings.—The method of rating business concerns is shown 
by illustrations of a corner of a page taken from the rating book 
(Fig. 25) and by a key of all the ratings used by the agency 
(Fig. 26). The rating reflects, as accurately as possible, the facts 
and opinions given in the special report. A rating consists of 
two elements—capital and credit. However, it is sometimes im¬ 
possible, or unwise, to attempt to give both capital and credit. 
In such eases, the rating may cover one of these elements only. 
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Using the key as an illustration, it will be noted that letters 
and numerals are used as symbols. The estimated pecuniary 
strength is signified by letters, wliilc the general credit is ex¬ 
pressed by numerals and fractions of numerals of 1 to 4, with 
the symbol A1 used to ex 2 )rcss the first grade of credit for all 
concerns with a capital of more than $!)00,000. The caiiital range 


Estimated Pecuniary General Credit 


•-I 


•-2 


{ 



Strength 

r 


—A. 





— 

High Good 

Fair 

Ltd. 

Aa 

Ovsr $1,00(1.000 

Al 

1 

I/a 

2 

A+ 

Over 

750.000 

Al 

1 

I/a 

2 

A 

$500,000 to 

750.000 

Al 

1 

I/a 

2 

B-l- 

300.000 to 

500.000 

1 

I/a 

2 

2/a 

B 

200.000 to 

300.000 

1 

I/a 

2 

2/a 

C-^ 

125.000 to 

200.000 

1 

I/a 

2 

2/a 

c 

75.000 to 

125.000 

Wz 

2 

2/a 

3 

0+ 

50.000 to 

75.000 

I'/a 

2 

2/a 

3 

0 

35.000 to 

50.000 

1/2 

2 

2/a 

3 

E 

20.000 to 

35.000 

2 

2/a 

3 

3/2 

F 

10.000 to 

20.000 

2/a 

3 

3/a 

4 

G 

5.000 to 

10.000 


3 

3/a 

4 

H 

3.000 to 

5,000 


3 

3/a 

4 

J 

2.000 to 

3.000 


8 

3/a 

4 

K 

1.000 to 

2.000 


3 

8/a 

4 

L 

500 to 

1.000 



3/a 

4 

M 

Loss than 

500 



S/a 

4 


•-3« 


•-4 


* When a numeral only <1, 2, 3 or 4) follnwa a name in 
the Reference Book it is an indication that the financial 
atrength. ilhlle not definitely determined, is considered 
within the range of the dollar ($) figures in the cor> 
responding bracket, and that a condition is believed to 
exist which warrants credit In keeping with that as¬ 
sumption. 

The absence of any rating following a name signifies 
circumstances which preclude forming a definite decision 
as to financial strength or credit standing of the 
individual or concern named, and should suggest to the 
Client the advisability of reading tbe detailed report. 


(d) Where an Italic d In parentheses precedes a rating, 
it Is an Indication that one or more of the partners in 
the firm are liable in another or other firms, and the 
responsibility la in that sense divided, THUS: (d) B-l-2. 

Ratings of Bi'anch Houses should alwsys be looked up at 
Headquarters. 


Fio. 26.—Key to Dun & Briidstreet, Inc., nitings. 


classifies all subjects from those with a capital of less than $500 
with the letter M to those with a capital of more than $1,000,000 
with the letters Aa. While there are seventeen classifications 
of capital, tlicre are only four credit ratings—high, good, fair, 
and limited—frequently referred to by credit men as first, sec¬ 
ond, third, and fourth. It will be noted that the numeral 2, 
for example, represents ‘‘high,” “good,” “fair,” and “limited” 
credit, according to the capital symbols used in connection with 
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it and that good credit is expressed by the luimerals 1 to 3 
inclusive. The reason 1‘or this gradation of credit symbols is 
logical. The ‘‘good'’ credit of a man witli a capital of $10,000 
obviously is not so good as the “good” credit of a. concern witli 
a capital of $1,000,000, and concerns with a capital range of 
$1,000 to $10,000 are not given a “liigli” credit rating, while 
those of a cai)italization of $1,000 or less can obtain no more than 
a “fair” rating. 

Occasionally, a capital rating is given without a credit rating. 
The omission of the credit rating will be found only in the 
small businesses and will be limited to the symbols L- and 1M-. 
More freciuently will the “blank-blank” and the “numerical” 
rating, or “one-legged” rating, be encountered. The blank- 
blank rating signifies the absence of both capital and credit classi¬ 
fications, wliile the numerical, or on(‘-legged, rating, expressed 
by the symbols -1, -2, -3, -4, combines both a ci’edit conception 
and a general idea of financial strength. 

Interpretations of Ratings. —The (*r('dit managiu* who has 
in his possession a customer's financial statement may find that 
the agency's capital rating does not correspond with the net 
worth shown in the statement. This may be due to the elimina¬ 
tion by the agency of intangible and non-available assets or to the 
depreciation, of overvalu(*d assents. Vtuy logically the ])Osition 
is taken that the capital rating should refh'ct the tangible net 
worth of the concern with the tangible assets fairly valued. It 
is hardly iKH'.essary to ])oint out that the capital rating does 
not reflect the liquidating value of the business but rather its fair, 
going-concern value. 

Credit ratings an? always assigni'd if the subject is car)itally 
rated, with the exception of L- and M- ratings i)rcviously re¬ 
ferred to. The “high,” or what is commonly known as a “pre¬ 
mium,” rating is restricted to names with a tangible net worth 
of at least $10,000. This is so because such concerns in general 
have a better organization, the quality of the management is 
likely to be superior, and the amount of capital itself is an added 
I^rotection. In addition, to deserve a “liigh” or premium rating, 
the concern and its management should have a ch^an record; it 
should have been in business long enough to be regarded as estab¬ 
lished; should be in excellent financial condition; should have a 
favorable outlook for the future; should submit statements regu- 
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larly; and should have a reputation for taking care of trade 
payments promptly. At times the lack of one or more of these 
conditions may be offset by other favorable factors which will 
entitle the subject to a ‘‘high/’ or premium, rating. 

A “good,” or second, grade of credit is available to all busi¬ 
nesses with a capital of at least $1,000. This rating is generally 
considered to be the normal rating assigned to the average good 
credit risk. A credit manager, in the interpretation of this rat¬ 
ing, may not regard all names rated “good” credit as equally 
good. He may, for example, regard a good rating of G3 as com¬ 
paratively better than the good rating of Aal. The former 
represents the best that can be attained with a small capital, while 
the latter may indicate that one or more of the credit factors are 
somewhat out of line. 

The “fair” or third grade of credit rating assigned to con¬ 
cerns with a tangible net worth over $10,000 usually indicates 
some weakness but does not mean that the subject is unsound 
financially or that it is an unsafe risk. It may be sold but the 
creditor in many instances should be resigned to slow payments. 
While it should not be assumed that this rating indicates financial 
difficulty, it is generally an indication that the subject is nearer 
to the border line between a sound and unsound financial condi¬ 
tion than is the subject with good credit. This credit rating, 
however, when assigned to those accounts with a tangible net 
worth of less than $10,000 is usually interpreted as a “good” 
credit rating. 

The “limited,” or fourth, grade of credit indicates a greater 
degree of financial weakness. It does not, however, indicate 
actual financial difficulty, as the concern may continue to 
operate indefinitely under a fourth grade of credit. The subject 
with this rating, however, can be regarded generally as in a 
position where certain factors, if not corrected, will lead to 
difficulty. Where the account is regarded as in financial diffi¬ 
culty, or where financial difficulty is imminent, a “blank blank” 
rating would be assigned. Interpretation will depend, too, ui)on 
the amount of capital assigned with the limited rating. A rating 
of Aa2, for example, may indicate a very different risk com- 
parativehj, than a rating of 114. In fact, a rating of Aa2 will 
almost never be seen. If a concern with a capital of $1,000,000 
or more has a financial condition that merits a limited rat- 
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ing, it is probably in so hazardous a condition tliat a ‘‘blank- 
blank’^ rating more properly fits its condition. This can be said 
with almost equal truth of all concerns with a capital of $75,000 
or more. 

The blank-blank rating is assigned when no other fits the sub^ 
ject. It is assigned regardless of the size of the subject, unles.s 
capital is not in excess of $1,000 when L- or M- is used. The 
blank-blank rating informs the credit man that for some reason 
the subject cannot be rated. The subject may be in financial 
difficulty, or financial difficulty may be imminent. There may 
be legal obstructions or character factors which could not be 
reflected by any other rating. This rating instructs the credit 
manager either to make a more thorough investigation or sum¬ 
marily to turn down the account. 

The numerical, or one-li*gged, rating attempts to convey both 
probable capital and credit with only one symbol. Using -1 as 
an illustration, this rating should be inter]ireted as covering a 
subject with a cajiital prohahhf in excess of $125,000 and as indi¬ 
cating that the subject is thought to be entitled to a credit com¬ 
mensurate with its cafiital. The rating -2 covers capital, with 
commensurate credit merit, within the apj)roximatc range of 
$20,000 to $125,000; while -3 and -4 embrace capital and credit 
in the range of $2,000 to $20,000 and $1,000 to $2,000, respec¬ 
tively. Capital of less than $1,000 is covered by the symbols L- 
and ]M- as already stated. 

Credit Reports. —The rating, as has been seen, is a means 
of classifying and cataloguing the criidit of business concinais. 
The rating, howiwer, does not riweal more than a conclusion. 
The credit manager frecpiently wants the imiiortant facts learned 
in the course of the investigation revealed to him so that he may 
draw his own conclusion. While he may not olten disagree with 
the rating assigned, he might, after analyzing the credit infor¬ 
mation, frequently grant or deny cri*dit as a result of his study of 
the more complete information. Then, too, the rating may not 
reflect the agency’s current opinion of the risk, as both informa¬ 
tion and rating may have been revised since the rating book 
available to the credit manager was published. The credit man¬ 
ager may consider it desirable to obtain a crijdit report for three 
principal reasons: First, there may have been a revision since 
the publication of the reference bookj second, the credit man 
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might differ decidedly with the agency in the rating assigned; 
third, the rating reflects but little beyond the capital and credit, 
while the report gives more or less full details of the record, 
financial standing, general information, trade record, etc. In 
fact, the special report would leave but little to be desired 
from the creditor’s standpoint if it were always complete, ac¬ 
curate, and up-to-the-minute information. 

Credit reports are periodically revised twice each year. In 
addition to the periodic revision, much information especially of 
a derogatory nature reaches the agency between periods. Special 
investigations may also be conducted. The subscriber has the 
benefit of an automatic follow-up on all his requests for reports. 
Whenever a request for a rei:)ort is made, the subscriber’s num¬ 
ber is registered to indicate his interest in that name, and for 
a year all rcj)orts written on that concern are voluntarily fur¬ 
nished to the subscriber. At the end of this period the sub¬ 
scriber is asked if he wishes the service on the name to continue. 

Types of Credit Beports. —The agency classifies ils credit 
reports as analytical or narrative, and the latter class is further 
divided into the commercial narrative, the specialized industries, 
and the registered supervised report. The reason for the four 
varied forms of credit reports will be made apparent in a descrip¬ 
tion of them. 

The commercial narrative report by far outnumbers any of 
the other report forms. This is so because it covers the medium- 
size and small manufacturing, wholesale and retail lines. The 
commercial narrative report covers the history; method of opera¬ 
tion ; fire hazard; financial statement, or, where the statement 
is not available, financial information; the trade record; and the 
summary and rating. 

The specialized industries report is used particularly in the 
following lines: 

1. Shoos. 

2. Furniture. 

3. Coni. 

4. Men’s wear. 

5. Women’s wear. 

C). Housoliold electrical appliances. 

7. Laundry and dry cleaning. 

8. Lumber and building materials. 

9. Paint and varnish. 
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Its divisions are the same as in the commercial narrative re¬ 
port, but in it will usually be found a more complete history, a 
more detailed method of operation describiiifv just what the 
concern does and how it is done, and its current financial state¬ 
ment is preceded by comparative statement summaries of i)revi- 
ous years. This type of report is automatically revised every 
6 months, and the subscriber who has sijynified an interest in a 
name is furnished all items of interest thronj^h ‘'continuous 
service’’ as promptly Jis procured. 

Registered supervised reports are written on important con¬ 
cerns in all lines of industry and trade. The form of ])resenta- 
tion is the distinguishinji^ feature of this tyj)e of re])ort. Sec¬ 
tion 1 is confined to the first ])ajj:e and atti'inpts to summarize 
for quick decisions the credit standinij: of the subject. It ])resents 
in the order given the next revision date, rating, synopsis support¬ 
ing the rating, summary of the last three financial statem(‘nts and 
brief comment on th(‘ financial position, and a cross section of 
ledger experience. Tlu're follows in the s(‘co!id s(‘ction the 
history of the subject, its method of opcTation, the fire hazard, 
and its latest financial statement in detail. 

The analyticid report is written on tlie larger business enter¬ 
prises whose capitalization and corporate structure with sub¬ 
sidiary and affiliated com])anies warrants a type* of ri‘port adapted 
to a more detailed analysis of the subject’s cr(*<lit. Analytical 
reports arc edited in twenty-seven important trade centers by a 
staff of trained credit analysts. 

Section I presents the rating, summary, dirc'ct investigation, 
bank investigation, and trade investigation. This section gives 
the credit man a rapid review of the credit position, a valuable 
feature since those reports are often long and recpiire consider¬ 
able detailed study. 

Section IT covers the financial position and trend by jiresent- 
ing comparative balance she(‘ts for 3 years and an analysis giving 
an interpretation of the balance sheets. The analysis section is 
particularly valuable in that it makes possible an exfilanation of 
items which might be impossible of interpretation from the bal¬ 
ance sheet alone. 

Section III contains the remaining features found in all the 
agency reports and adds two others. In the order listed there is 
covered the personnel, history, method of operation, subsidiaries, 
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location, and fire hazard. The two additional features it will be 
noted are the sections describing the personnel and the com¬ 
pany's subsidiaries. 

Under the heading of Personnel will be found a brief sketch 
of each of the officers and members of the board of directors. 
Among other data there will usually be stated the individuars 
age, wliether married or single, previous business connections, his 
position and function in the subject company. Members of the 
board of directors, not officers of the cori)oration, are covered by a 
brief statement as to their business interests. The data are selected 
with a view to giving the credit analyst impressions which will 
aid him in appraising the character and capacity factors. 

Under the Subsidiaries section will be found the name of 
each subsidiary, the extent of stock ownership by tlie parent com¬ 
pany, intercompany sales and financing, and a bri(‘f resume of 
operations and financial position of each subsidiary company. 
The section covering tlie subsidiaries is one of the most impor¬ 
tant features of tlie analytical report. 

Additional Agency Services. —Tlie agency furnishes letters 
of introduction to its subscribers, upon request, to enable the 
subscriber's reiiresentatives, when traveling, to inejuire for in¬ 
formation at any of the agency's branch offices. The reference 
book may be consulted, or a full report read to the representa¬ 
tive. There is no extra charge for this service. 

The subscriber may also avail himself of the advice and 
recommendation of the credit analysts within the agency. Upon 
receipt of an order, he may consult the agency by telephone. 
U])on learning the name of the customer, the {imount of the 
order, and the terms of sale, the agency gives an opinion as to 
whether or not it is wise to ship the order. 

When a subscriber iiupiires about a name, the agency sup¬ 
plies, in addition to the report then in its files, continuous in¬ 
formation for a period of one year and, as mentioned elsewhere, 
notifies the subscriber of the lapse of a year, giving him the 
opportunity of renewing the service on that particular name if 
he cares to do so. Whether the service is renewed or not, the 
agency continues to supply derogatory information for a period 
of 2 years subsequent to the termination of the year's continuous 
ser\dcc. For this derogatory information service there is no 
additional charge. These derogatory notices include assignments, 
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foreclosures, mortgages, lawsuits, fires, judgments, and any other 
information which tends to detract from the credit standing of 
the subject. Sometimes the nature of the new information dur¬ 
ing this 2-year period does not call for the warning slij), in wliich 
case the subscriber is sent a notice informing J\im that there is 
a new report on file. 

Another service to business is provided in the monthly publi¬ 
cation of Dun & BradstreeVs Revietv. This is a much-cpioted 
periodical reporting on financial and credit conditions, market 
data, and bankruptcy statistics. 

The agency also maintains a collection-service department in 
which it acts only as forwarding agent; that is, it doi‘s no direct 
work in the collection of accounts but refers them to selected 
attorneys by whom it is re])resented in a large numlx'r of towns 
and cities throughout the country. 

Criticisms of the Agency Service. —The i)urpose of the some¬ 
what extended discussion of the agency and description of its 
methods has been to enable the readi*r to determine for himself 
the scope of the information furnished and the s[)eed and relia¬ 
bility of its service. As has been bi'ought out, the relation 
between the subscriber and the agency is that of i)rincipal and 
agent. Naturally, a criticism of the work of the agent will 
raise the question of cooperation on the part of the ])rinci]uil. 
The agency no doubt has cause to criticise the aid given by the 
subscriber, but as a matter of policy, criticism is rarely (‘x- 
pressed. The subscriber, on the other hand, has no such reti¬ 
cence. He freely criticises the agency and its finished ])roduct. 
Some of the more common criticisms will be briefly set forth. 

Criticisms of the Credit Report. —Among the criticisms finite 
commonly encountered is the one to the effect that the rej^rts 
often do not contain complete or satisfactory antecedent informa¬ 
tion in the history section of the r(‘port. This particular feature 
of a mercantile agency report is of paramount importance. 
Herein the agency can render a service that it is not jiossible 
for other reporting media to supply. Antecedent information 
is regarded as a very useful guide, and, therefore, this feature 
cannot be too strongly emphasized for the mercantile agencies to 
conserve and develop. Because of the age of the mercantile 
agency under discussion, its files should contain almost a century 
record of business. 
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A second criticism is the failure of agencies to procure and 
incorporate in their reports satisfactory financial information. 
In too many reports, either Uiere is no financial statement, or 
there is the complaint that much of its value is lost through the 
fact that it is plainly not based on books of account or accurate 
records but is merely approximated or represents an estimate. 
In connection with this criticism, it is pertinent to remark that a 
greater insistence on the part of credit men on financial state¬ 
ments, both directly in their dealings with customers and through 
the agencies, would result in an improvement in this feature of 
the service. 

Many credit men regard the trade-report section as of little 
value. Their criticism is that this section is too brief, as it often 
gives the ledger experience of too small a portion of the sub¬ 
ject's total creditors. Furthermore, it is claimed that the data 
arc too old to indicate present paying ability and too often ob¬ 
tained from ‘‘hand-pickedreferences provided by the subject 
of inquiry. An additional reason for lack of confidence in this 
section is the fact that the credit man sometimes hesitates to 
give the agency derogatory facts for indiscriminate distribution 
among its subscribers. Also, in too many instances, the infor¬ 
mation is furnished the agency in a loose and haphazard fashion. 
Unless ledger information is accurate, it is dangerous. While 
this is a criticism of the agency report, the criticism is directly 
chargeable to the credit man himself. 

Another criticism is the age of some of the reports when 
received. The agency strives to revise reports every six months. 
It fails, however, fully to follow this program. Too often it 
attempts a revision after the subscriber has requested the report. 
The practice, in sucli a case, is to s(»nd the old report on file 
stamped ‘‘will revise’’ or “will send later information.” The 
revised re])ort may reach the subscribc^r too late to be of any 
value to him. 

Credit men feel that their requests for reports are not 
promptly filled. No doubt such delays are exaggerated in their 
minds. It is but human to remember one delayed report and 
to forget the nine received promptly. The agencies claim that 
tlieir promj)t service is in just about that proportion, that is, 
that 90 per cent of the requests for reports are filled within the 
space of one working day. 
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Finally, the quality of the reports is sometimes criticized. 
It is felt that the service would be much improved by a better 
type of reporter—more exi)erieiiced and better paid—working 
rather on a quality basis than on quantity ])roduction. Some 
excellent reports arc obtained by the credit man—reports which 
at once stamp the reporter as highly (pialified for his position, 
but the proportion of quality reports is felt to be too small. 

The Use of the Reference Book. —Dun & Rradstreet’s refer¬ 
ence books are very valuable books to any credit department. !Most 
credit men regard them as indis])ensable. Yet tlic well-trained 
credit man will use them with caution. The credit student has 
probably already become impressed with the necessity of verify¬ 
ing credit information whenever possible. While the credit man 
is not of a suspicious nature, neither does he have a childlike 
credulity. Therefore, he does not have too great an opinion of 
the infallibility of agency ratings. In the first ])lace, the rating 
may have been based upon insufiicii'nt information. Reporters 
often fail to discover all the pertinent facts. IMoreover, the 
facts may have been misinterpreted and a wrong rating assigned. 
The books contain over 2,300,000 names. Obviously, there must 
be many errors. Add to the possibilitic's of error mentioned 
above the fact that there are between 4,000 and 5,000 changes in 
the reference book eacli busiiu^ss day, and it will be seen that 
between the printing of one edition and of the next, the changes 
run into the hundred thousands.^ 

Tliesc chang(*s, lioweviu*, are usually not radical. A concern's 
condition usually changes gradually, so that a change in the 
rating may as often mean a bettcT rating as a j)oorer one, and 
in either event it may be a change to tlui luixt higlier or lower 
credit or capital rating, a change wdiich might not materially 
affect the creditor's confidence in the account. Obviously, it is 


iFor the first (5 months 1940, the agency ^s statistics show the following 
‘‘Reference Book^^ changes for the United States and Canada: 


Names 

added 

Names 

obliterated 

Corrections 

Total 

changes 

Average 
for each 
business 
day 

Names in 
January, 
1934, 
issue 

RatiiiK-s 

Styles 

205.383 

190.440 

230.929 

42.013 

711,296 

4,679 

2,361,219 
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difficult to express in one symbol the relative (credit r:itinj>, par¬ 
ticularly when it is based on a report which contains mixed in¬ 
formation, including both favorable and adverse facts. In all 
cases where an amount of any consequence is involved, the credit 
man prefers to analyze the report and arrive at his own con¬ 
clusion. If the rating is distinctly inferior, credit may be at 
once refused. On the other hand, if the rating indicates that 
the risk is doubtful, that fact points to the necessity of making 
a further investigation before accef)ting or rejecting the risk. 

The reference book is much used in revising the credit files. 
It is a common practice, and one to be commended, to check the 
credit files with each new reference book. Eitlu^r a downward 
or an upward change in rating may indicate the necessity for a 
new investigation. If the rating is upward, revision may mean 
the possibility of a larger line of credit and, consecpiently, more 
business from the customer. The reference book also has utility 
as a guide to the sales department. It aids in locating those 
vdio may become customers and indicates which may prove to 
be the more desirable from the standpoints of both credit and 
volume. 

Banks use tlie reference book to learn the ratings of unknowai 
names a])pearing on the * ‘ paperpresented to them by their 
customers for discount. 

Limitations of the Agency. —Obviously, from the very na¬ 
ture of its service the agency cannot alwaj^s give ui)-to-the-minute 
service. Those creditors who wish information brought com¬ 
pletely up to date must cover the space intcirvening since the 
latest s[)ecial report in some other manner, usually through their 
own investigation. 

Another limitation is found in the general exclusion of in¬ 
formation which it might be difficult to substantiate. Its re¬ 
ports are largely factual. While the reader has been cautioned 
to differentiate between facts and opinions, oftentimes oi)inions 
and mental convictions arc of great value even though the 
evidence on which they are based is elusive. The reader will 
realize that sometimes the inside story cannot be published. 

The agency is limit(?d in that it cannot fit its service to the 
needs of each individual subscriber. On the other hand, each 
subscriber must accept the same standard of service. Agency 
service is gauged to meet the requirements of the greatest num- 
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ber or, let us say, the average requirement in quality and com¬ 
pleteness of its reports. The price that the average subscriber 
is willing to pay puts a limit on the quality of the report. 

The agency is under some restraint, as compared with in¬ 
dividual creditors, in the circulation of derogatory information. 
It must be reserved or conservative in the inclusion of this type 
of information for publication. 

Unfortunately, credit informjition is not always ti’uthfnl. 
The agency can hardly be censured if it fails to detect dishonesty. 
Misleading or false information may be, and no doubt frecpiently 
is, given by the .subject, and not only are trade creditors them¬ 
selves guilty of the failure to give information, but what they 
give is also sometimes misleading or even false. 
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JUSTICE, Wilbur 


August 30, 1940 


NEW YORK CITY, N Y. 
148 New Avenue 


HISTORY 

Justice is 49, married, a native of Russia but naturalized. He began 
business individually in the retail meat line in Philadelphia but in 1920 sold 
out, moved to New York City and began business at this address. 

METHOD OF OPERATION 

Retails medium priced meats and also sells a small amount of canned 
goods. Sales are principally for cash to local residents in this low rental 
tenement section. Store mejisures 15 X 30 feet, premises are neatly kept 
and fixtures are in good condition. One butcher is employed. There are 
three other competitors in the same block. 

FIRE HAZARD 

Rents the ground floor of a three-story corner building, the upper floors 
of which are used for residential purposes. Adjoining to the north is a dry 
goods shop and to the west a women’s specialty shop. Building is old but 
in normal repair. FIRE RECORD: No fires reported. 

STATEMENT 

Wilbur Justice, interviewed August 30, 1940, furnished the following 
unsigned estimated figures: 


Assets 

Cash. $ 800.00 

Accounts Receivable... 150.00 

Merchandise. 300.00 

Fixtures. 2,500.00 


LlAIBTLrTIES 

Accounts Payable. $ 450.00 


Net Worth. 


Total assets. 


3,750.00 


Fire insurance on merchandise and fixtures $2,000. Monthly rental 
$125 without lease. 


According to Justice, average weekly sales during the summer are $G(X) 
and during the winter $700 to $750. Weekly expenses, not including his 
personal drawings, are $100 consisting principally of rent and a $38 weekly 
.salary for one full-time employee. Average gross profit is 25% or between 
$150 and $180 weekly. 

Justice lives in this neighborhood and has three children, all self-support¬ 
ing. A non-borrowing bank account is maintained where average balances 
are reported to Idc somewhat higher than figures given in the above estimates. 

TRADE REPORTS 
(Aug. 29, 19_) 


HC 

Owe 

P. Due Terms 

Payments 

Remarks 

500 

200 

7 days 

Prompt 

Sold since 1924 

250 

100 

7 days 

Prompt 

Very satisfactory account 

150 

100 

7 days 

Prompt 

Sold for several years 

35 

0 

... Net 30 

Prompt 

Sold to July 1940 


SUMMARY 

Competition is Heavy but Better Grades of Meat are Carried 
AND Operations are Profitable. 

J 3 


Fio. 27. 
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Traveling and Commercial Luggage 

HAMP, Warren C. NKW YORK CITY 

Sec. 1—Page 1 54 c„e Street 

SECTION 1. RATING, SUMMARY, INVESTIGATION 
914 1 May 25, 1940 

RATING F3toF33^ 

SUMMARY 

This Business Has Made Steady Progress Since Its Inception. Re¬ 
cent Figures, However, Disclose a Heavy Inventory and Rather 
Substantial Liabilities in Relation to Tangible Net Worth. 

DIRECT INVESTIGATION 

Warren C. Hamp, the proprietor, interviewed on May 23, 1940, reiK>rtod 
that when the retail division of this business was moved from a second floor 
location to the present ground floor quarters in October, 1939, a larger inven¬ 
tory than usual was ac(iuired in anticipation of increased sales. While a 
25% increase in sales was realized during the last few months of 1939, the 
increase was not as large as had been expected. Hamp asserted that at 
interview date, inventory was somewhat lower than at January 1, 1940, 
because of a curtailment of purchases and that liabilities were slightly Ixslow 
the amount shown by the year end balance sheet. 

BANK INVESTIGATION 

An account is maintained at one local bank where a moderate loan is out¬ 
standing on own paper. Relations are satisfactory. 

TRADE INVESTIGATION 

Of total purchases, 90% are from domestic manufacturers while the remain¬ 
ing 10% are made from importers of English and Italian goods. The fol¬ 
lowing lodger experiences were reported in an investigation completed 
May 25, 1940: 


High Credit Owe 

Past Dub 

Terms of Sale 

Payments 

1. 

SI,178 

560 


Net 41 

Dis€x>unt 

2. 

1,153 

475 


2-10 EOM 

Discount 

3. 

518 

220 


2-10 N 30 

Discount 

4. 

450 

. .. 


2-10 N 30 

Discount-Prompt 

5. 

1,500 

1,216 


2-10-30 

Prompt 

6. 

1,248 

713 


2-10-30X 

Prompt 

7. 

1,100 

... 


2-10-60 

Prompt 

8. 

200 

100 


2-30 

Prompt-Slow 16 days 

9. 

1,400 

554 

554 


Slow 30 

10. 

750 

250 

200 

2-10-30X 

Slow 60 

11. 

500 

500 

350 


Slow 120 

12. 

321 

127 

50 

2-10-30 

Slow 

13. 

250 

37 

... 

2-10-30X 

Slow 

14. 

200 

95 

75 

2-30 

Slow 60 

16. 

166 

... 


2.10-30X 

Slow 


Fig. 28 . 







232 CREDIT AND COLLECTION PRINCIPLES AND PRACTICE 


Traveling and Commercial Luggage 

HAMP, Warren C. 

NEW YORK CITY 

54 Cue Street 

ST 914 1 May 25, 1940 


BALANCE SHEET 


Prepared from statement received by mail, signed by Warren C. TTamp, the 
proprietor. J. Ellsworth, public accountant, 407 Southern Avenue, New 
York City, is the auditor. Inventory reported to bo taken at cost. Accounts 
Receivable are net after a reserve of $215.32 for doubtful accounts. Fixed 
Assets are net after a reserve of $385.26 for depreciation. Annual rent is 
$2,400, lease expiring in February, 1942. Fire insurance of $22,000 carried 
on merchandise and $2,500 on machinery and fixtures. No contingent 
liability. 

January 1, 1940 


Cash. 

Accounts Receivable. 

Inventory. 

. . $4,107.25 

2,446.55 

21,071.52 

Total Current Assets. 

.. 27,625.32 

Fixed Assets. 

Miscellaneous Receivables. 

1,692.53 

515.00 

Total Assets. 

.. $29,832.85 

Due Bank. 

Accounts Payable. 

Accruals. 

.. $ 1,750.00 

13,158.52 

873.62 

Total Current Liabilities . 

14,782.14 

Net Worth . 

15,050.71 

Total Liabilities . 

.. $29,832.85 

Net Working Capital . 

Current Ratio . 

.. $12,843.18 

1.87 

Tangible Net Worth . 

.. $15,050.71 

Net Sales. 

Net Profits. 

Withdrawals. 

.. $52,957.67 

531.40 

372.20 


Fio. 28. (Continued.) 
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TraveliInq and Commercial Li ggagb 

HAMP, Warren C. NEW YORK CITY 

Sec. 2—Page 1 54 Cue Street 


SECTION 2. FINANCIAL INFORMATION 
914 1 May 25. 1940 

ANALYSIS 

Comparative Balance Sheet Summaries 
Jan. 1, 1938 Jan. 1, 1939 Jan. 1, 1940 


Current Assets. $10,651.17 $22,020.83 $27,025.32 

Current Liabilities. 5,115.03 10,007.64 14,782.14 

Net Working Capital. 11,530.14 12,019.19 12,843.18 

Tangible Net Worth. 13,3.37.06 14,891.54 15,050.71 

Net Sales. 41,0,36.74 54,737.43 52,958.67 


This business was started six years ago by the present proprietor, who 
previously had been employed in the retail luggage line as a salesman. 
Starting capital was only $2,500 but sales were built up steadily on a gen¬ 
erally favorable average mark-up, and earnings left in the business, increased 
the net investment rapidly. In addition to actual sales of luggage, an 
appreciable amount of repair work is done. This not only has increased 
cash income, but has tended to stimulate luggage sales. For a number of 
years, average inventories were kept in fairly satisfa(;tory relation to Not 
Working Capital and trade obligations were retired promptly. During the 
past two years, however, the investment in merchandise has been expanded 
by adding now items and at present, the inventor.y position is heavy and has 
brought about a .somewhat unbalanced financial condition. 

For twelve months ended January I, 1940, sales wore only slightly less 
than for the previous year. An average mark-up of 42% on the cost of 
goods sold compared favorably with the mark-up in 1938, but operating 
results were considerably less favorable. This was duo to a general increase 
in expenses, including the cost of moving to the present location from a 
nearby address and an increase of $1,080 in annual rental. Net Profits fell 
from $4,062 in 1938 to $531 in 1939. There was a capital withdrawal of 
$.372 in 1939 which left only $159 to be reinvested. 


'rhe January 1, 1940, balance sheet reflected a heavy trading position 
characterized by an inventory considerably greater than Net Working 
Capital and by C/urrent Liabilities nearly equal to Tangible Net Worth. 
The larger inventory for 19.39 had been built up in anticipation of greater 
sales which did not materialize. As a result, even though moderate bank 
loans were obtained to support the heavier inventory position, trade pay¬ 
ments have become irregular in a number of instances. 


Fig. 28. {Continued.) 









234 CREDIT AND COLLECTION PRINCIPLES AND PRACTICE 


Traveling and Commercial Luggage 

HAMP, Warren C. NEW YORK CITY 

Sec. 3—Page 1 54 Cue Street 


SECTION 3. ANTECEDENTS, METHOD OF OPERATION 
914 1 May 25. 1940 


Warren C. Hamp—Owner 
HISTORY 

Warren C. Hamp is 41, married, and native born. He was employed as a 
salesman in the retail luggage line until January, 1930, when he started 
business on his own account as a jobber of luggage at 18 East Harrison 
Street, New York City. He sold that business in 1932, liquidated all bills 
in full, and was again employed in the line until May 1, 1934, when he 
commenced this business with an initial capital of $2,500. 

On October 15, 1939, the business was moved from 50 Cue Street to 
54 Cue Street, where larger space was obtained on the first floor, in contrast 
to space on the second floor at 50 Cue Street. 


METHOD OF OPERATION 

Retails a medium to high priced line of leather goods, luggage, trunks, and 
commercial luggage, including money, mail and messenger bags. Of the 
sales, approximately 50% is made on cash terms to a transient and recom¬ 
mendation trade of office workers, 45% to about 200 accounts, comprising 
commercial and industrial concerns on 2-10-Net 30 day terms, and 5% to 
dealers on cash, 2-10-30 extra, and net 60 day terms. The business is some¬ 
what seasonal with peak sales being made in the summer and in December. 

A moderate amount of direct mail advertising is done. A bookkeeper, 
repair man, floor salesman, and messenger clerk are employed on the premises 
and there are two side line commission salesmen who contact the commercial 
accounts. 


LOCATION AND FIRE HAZARD 

Rents the store measuring 40 X 120 feet on the first floor of a five-story 
loft building, near a subway station, in this downtown office section. The 
building is old, but in normal repair. Upper floors are vacant. Repair 
shops adjoin on both sides. FIRE RECORD: No fires reported. 


Fig. 28. {Concluded.) 
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HAUCK, John Women's Speciauty Shop NEW YORK CITY 

Hdqtrs: 130 Freeman St. 

CD 865 1 June 24, 1940 720 W. 258th St. 

HISTORY 

John Hauck. 57, married, and native born of German descent, started 
individually in this line at 1712 Broadway in 1914. He operated with 
some success for ten years but experienced financial difficulties in the 
Spring of 1924 due to a particularly poor Easter season, and an involuntary 
petition in bankruptcy was filed against him on May 18, 1924. He was 
discharged on September 12, 1924, after creditors had received 27% on 
total claims of $7,642. 

After receiving his discharge, Hauck borrowed $3,500 on life insurance 
policies and again started business in this line at 130 Freeman Street on 
October 1, 1924. During subsequent years he made moderate progress, 
paid off the loans on his life insurance, and bought the Freeman Street 
property, which he uses for living quarters as well as for his place of busi¬ 
ness. The property is unencumbered, is valued by Hauck at $7,000, and is 
held jointly with his wife. 

METHOD OF OPERATION 

Retails women’s and misses’ dresses, coats, underwear, hosiery, and 
accessories, in a moderate price range. Approximately 70% of total sales 
constitute coats and dresses; the former priced from $12.95 to $35.00, and 
the latter from $5.95 to $10.95. Sales are for cash only. 

The store at 130 Freeman Street is in a frame building and measures 
50 X 65 feet, while the shop at 720 West 258th Street, which is considerably 
smaller, is in a brick building, and has a corner location. Window displays 
of both stores are attractive and the interior arrangement of the store at 
130 Freeman Street has been modernized recently. Hauck is active at 
both stores, and his wife assists him in conducting the new shop. Two clerks 
are employed. 

FIRE HAZARD 

The main store at 130 Freeman Street is on the ground floor of a two- 
story building owned by Hauck and his wife, who use the upper floor for 
living quarters. The building, while old, is maintained in excellent condi¬ 
tion. It is adjoined on either side by two-story buildings of similar con- 
stniction, the upper floors of which are used for residential purposes. The 
ground floor of the building on the east is occupied by a haberdashery store 
and the ground floor store adjoining on the west is occupied by a retail 
millinery shop. 

FIRE RECORD: On January 15, 1937, a fire originating on his premises 
caused a loss which was settled by the insurance for $425. 

STATEMENT 

Jan. 31, 1938 Jan. 31, 1939 Jan. 31, 1940 


Current Assets. $13,825 $13,550 $13,419 

Current Liabilities. 4,475 4,350 4,769 

Other Assets. 1,400 1,400 1,800 

Tangible Net Worth. 10,760 10,600 10,450 

Net Sales. 48,500 4.3,250 40,086 


Fiq. 29. 
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HAUCK, John Women’s SPECiAm'Y Shop 

CD 865 1 June 24, 1940 

STATEMENT {Continued) 
From inventory of Jan. 31, 1940: 


NEW YORK CITY 
(Page 2) 


Assets 

Cash.$ 4,239.00 

Inventory. 9,180.27 


LlAniLITIES 

Accounts Payable.$ 4,619.00 

Notes Payable—Fixtures. 250.00 


Total current. 13,419.27 

Fixtures. 1,800.00 


'Potal current. 4,769.00 

Net Worth. 10,450.27 


Total assets.815,219.27 


Total.$15,219.27 


Net sales January 31, 1939, to January 31, 1940, $40,085.12. Net loss, 
same period, $150.11. Fire insurance on merchandise and fixtures $10,000. 
The store at 720 West 258th Street is occupied under a lease expiring 
October 1, 1942; monthly rental $160. No contingent liabilities. 

(Signed) Febniary 28, 1940 John Hai'Ck. 


For the past ten years a foreign element has been settling in this vicinity 
and Hauck’s old customers, who were people of fairly substantial means, 
have moved to outlying boroughs. Largely because of this, sales fell off 
considerably between .January 31, 1938 and January 31, 1940, and Tangible 
Net Worth decreased moderately due to small operating losses. 

In order to attract a better class of trade, a smaller store was opened at 
720 West 258th Street in December, 1939. This store is in a better neigh¬ 
borhood and is being operated with an additional expense of less than $250 
monthly. As a further stop to increase sales, $500 w'as spent during Febru¬ 
ary, 1940, in renovating the main store. 

I’urchases this year for the spring season were heavier than usual due 
largely to the opening of the new store, and, because of the rather poor 
Easter, payments during the end of the season became .somewhat slow. 
C'’urrent investigation, however, indicates that payments are now prompt 
for the most part in the trade. 

Interviewed on June 24, 1940, Hauck stated that about $800 in misses’ 
coats and suits were carried over from Easter but that these are being 
closed out at reduced prices. He reported that total sales for both stores ’ 
since Janiiary 31, 1940, have increased approximately 26% over the volume 
for the same period of the previous year and that accounts payable now are 
about 15% less than on January 31, 1940. 


Fi«. 29. {Continued.) 
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HAUCK, John 


Women’s SpEciAm'T Shop NEW YORK CITY 

(Page 3) 

CD 855 1 June 24. 1940 

TRADE REPORTS 
(June 24, 19—) 


lie 

Owe 

P. Dub 

Terms 

Payments 

Remarks 

1600 

598 


8-lO-EOM 

Disc to prompt 

Sold for yrs. 

1575 

468 

0 

2-lO-EOM 

Disc to Prompt 

Sold for sev. yrs. 

1550 

300 

0 

30 days 

Disc to Prompt 

Old account. 

1548 

434 

0 

8-lO-EOM 

Prompt 

Sold since 19—. 

929 

420 

0 

8-lO-EOM 

Prompt 

Sold for yrs. to 
date. 

720 

415 

0 

8-lO-EOM 

Prompt 

Sold sev. yrs. 

650 

,300 

0 

8-lO-EOM 

Slow 10 to Disc 

Satisfactory ac¬ 
count. 

510 

210 

0 

EOM 

Slow 15 to Prompt 

Sold since 19—. 

195 

0 

0 

EOM 

Slow to prompt 

Sold yrs. to date. 

115 

60 

30 

EOM 

Slow 10 to Prompt 

Satisfactory 

112 

0 

0 

Reg. 

Slow 15 

Sold for short 
time. 

95 

25 

15 

EOM 

Slow 20 

Sold sev. yrs. to 
date. 

65 

65 


8-lO-EOM 

Slow 

Sold for short 
time. 

63 

24 

24 

EOM 

Slow 30 

Sold yrs. 

50 

10 

0 

8-lO-EOM 

Slow 40 

Old account. 


SUMMARY 

Volume Fell Off and Moderate Losses were Sustained during 
THE Past Two Years. However, Sales so Far this Year have been 
Substantially Increased with Little Additional Expense and Finan¬ 
cial Condition is Generally Satisfactory. 

G 3 1/2 


Fig. 29. {Concluded.) 
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BROOKLYN GUMMED CLOTH AND PAPER Co., Inc. 

Sec. 1—Page 1 Manufacturer 

BROOKLYN, N. Y. 



10 Lock St. 

SECTION 1. RATING, 

SUMMARY, 

INVESTIGATION 

791 1 

July 1, 1940 


RATING C + 2 



SUMMARY 



This Corporation Has Made 

Steady Financial Progress Over a 

Period op Years. On the Other Hand, Trading is Active in Rela¬ 
tion TO Net Working Capital and Late Figures are Characterized 

BY Sizable Unsubordinated Amount due to 

Officers. 

DIRECT INVESTIGATION 



Interviewed on July 1, 1940, Nathan Siegel, Treasurer, stated that both 
volume and earnings thus far for the year 1940 compared favorably with 
those of a similar period of a year ago. He further stated that the internal 
financial condition had been improved since February 29, 1940 by a reduc¬ 
tion in inventory of approximately $37,000, which had allowed for a cor¬ 
responding decrease in liabilities with the amount due officers at this time 

having been reduced to $36,000. 



BANK INVESTIGATION 



Satisfactory average balances are carried in a local depository where accom- 

modation is granted from time to time on the 

corporation’s paper with 

the endorsement of the officers. Borrowings are not steady. 1 

TRADE INVESTIGATION 



In a trade survey completed July 1, 1940, the following ledger experiences I 

were obtained: 



High C^Jredit Owe Pact Due 

Terms of Sale Payments I 

1. $ 4,700 . 

10-60 days 

Anticipate 

2. 3,127 1,815 

2-70 days 

Anticipate 

3. 47 . 

2-10-60X 

Anticipate 

4. 5,000 . 

2-30 days 

Anticipate to Discount 

5. 10,000 . 


Discount 

6. 3,716 1,923 

1-10-net 30 

Discount 

7. 3,000 Cur 

30 days 

Discount 

8. 2,000 . 

2-30 days 

Discount 

9. 2,000 . 

2-10-30 

Discount 

10. 1,900 . 

Regular 

Discount 

11. 1,300 . 

2-30-31 

Discount 

12. 1,180 . 

1-10-30 

Discount 

13. 10,000 . 

net 10 days 

Prompt 

14. 3,300 . 

2-10-net 30 

Prompt 

15. 925 . 

2-10 days 

Prompt 

16. 286 . 

30 days 

Prompt 
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BROOKLYN GUMMED CLOTH AND PAPER Co., Inc. 


Sec. 2—Page 1 

Manufacturer 

BROOKLY'N, N. Y". 



10 Lock St. 

SECTION 2 

FINANCIAT. INFORMATION 



791 1 July 1, 1940 


Comparative Bai^nck 

Sheets 



Feb. 28, 1938 

Feb. 28, 1939 

Feb. 29, 1940 

Cash. 

. .. $ 4,958.66 

$ 5,350.32 

$ 6,793.96 

Notes Receivable. 


4,705.47 

9,984.39 

Accounts Receivable. 

. .. 57.195.98 

64,283.82 

68,727.83 

Inventory. 

.. 120,313.91 

147,220.08 

187,608.15 

Total Current Assets. . 

... 182,468.45 

221,559.69 

273,114.32 

Fixed Assets. 

30,816.33 

27,378.67 

29,668.78 

Miscellaneous Receivables 

2,133.76 

3,375.09 

30.00 

Prepaid or Deferred. 

886.61 


1,187.23 

Total Assets. 

. .. $216,306.05 

$252,313.45 

$303,900.33 

Due Banks. 

.. . $ 16,000.0f) 

$ 5,000.00 

$ . 

Due Officers. 

18,343.06 

56,389.09 

77,040.00 

Accounts Payable. 

. ,. 33,403.60 

10,969.35 

13,639.09 

Accruals. 

1,566.58 

2,792.16 

3,467.23 

Reserves. 

234.47 

2,039.56 

14,130.66 

Due Siegel Mfg. Co., Inc.. 

4,500.00 

15,000.00 


Total Current Liab ilities .. 73,047.71 

92,190.16 

108,276.98 

Cyapital Stock. 

60,000.00 

(K),000.00 

60,000.00 

S»JRPL1T8. 

. . . 83,257.34 

100,123.29 

135,623.35 

Total Liabilities. 

. . . $216,.305.05 

$252,313.45 

$303,900.33 

Net Working Capital . . 

... $109,420.74 

$129,369.53 

$164,837.34 

Current Ratio . 

2.50 

2.40 

2.52 

Tangible Net Worth. . . 

... 143,257.34 

160,123.29 

196,623.35 

Contingent Debt . 

5,361.06 

4,914.49 



$826,778.22 



Net Profits. 

9,026.06 

16,865.95 

34,344.69 

Dividends. 

... None 

None 

None 


Fig. 30. {Continued.) 
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BROOKLYN GUMMED CLOTH AND PAPER Co.. Inc. 

Sec. 2 —^Page 2 Manufacturer BROOKLYN, N. Y. 

10 Lock St. 

SECTION 2 . FINANCIAL INFORMATION 
791 1 July 1, 1940 

The figures of February 29, 1940, were prepared from a balance sheet 
received through the mail signed by Nathan Siegel, Treasurer. The account¬ 
ant is Arthur Mayer, C.P.A., 225 West 34th Street, New York City. 
Accounts Receivable are shown net less reserve for discounts $1,402.61. 
Fixed Assets are shown net less reserve for depreciation of $32,291.79. 
Accounts Payable are shown net less reserve for discounts of $137.77. No 
contingent liabilities reported. 

ANALYSIS 

This business was established by the present officers in 1931 with an invest¬ 
ment of $60,000 which has increased noticeably since that time, due to the 
retention of a portion of earnings. Volume is reported to have increased 
annually and has become substantial in relation to the Net Investment. 
It is noted that sales increased over 18% between February 1937 and 
Febniary 1938 and while sales figures have been held during the last two 
fiscal periods, it is understood that volume has continued to expand 
each year. 

The increases in Tangible Net Worth and Net Working Capital have not 
kept pace with rising sales and as a result, it has been necessary to obtain 
additional working funds to finance operations. This has been accom¬ 
plished by advances from officers, together with bank borrowings, and 
advances from affiliated company, although during the last fiscal period, no 
loans were outstanding in the latter two connections at statement closing. 
However, at the same time it is noted that amount Due Officers increased 
over that of the previous year. A subordination of the amount Due Officers 
$77,040 at February 29, 1940 to claims of general merchandise creditors is 
declined by the officers. 

The figures of February 29, 1940 reflect somewhat unbalanced financial 
condition with debt hea\T in relation to Tangible Net Worth and the bulk 
of trading assets comprised of inventories which have increased steadily at 
each statement closing and at February 29, 1940 were in excess of Net 
Working Capital. The steady rise in inventory, according to the manage¬ 
ment, has been due to increased volume, together with additional purchases 
made in anticipation of rising prices. 
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BROOKLYN GUMMED CLOTH AND PAPER Co., Inc. 

Sec. 3— Page 1 Manufacturer BROOKLYN, N. Y. 

10 Lock St. 

SECTION 3. ANTECEDENTS, METHOD OF OPERATION 
791 1 July 1, 1940 

George E. Clarke—President 
Nathan Siegel—^Treasurer 
Isaac Siegel—Secretary 

BOARD OF DIRECTORS: The officers comprise the Board. 
PERSONNEL 

George E. Clarke is 41, married, and a native of the United States. Formerly, 
for a number of years, was employed as sales manager of the New York 
office of the Lowell Gummed & Coated Paper Co. of Lowell, Mass. Resigned 
that position to become President of the subject corporation at its formation 
in 1931, and is in charge of sales. 

Nathan Siegel is 42, tnarried. Is a native of Poland, having come to the 
United States at an early age and is a naturalized citizen. Originally was 
employed in the printing line in Boston, Mass., later becoming solo owner 
of a business, using the style of Perry Press. Since 1918 has been Vice- 
President and Treasurer of the Siegel Manufacturing (>o., Inc., manufac¬ 
turers of stationery specialties and lithographic work, also located at the 
caption address. Siegel Manufacturing ("o., Inc., from time to time makes 
loans to the s\ibject corporation, and there are also octjasionally small mer¬ 
chandise transa(*tions. It is direc^tly reported that there are no inter¬ 
company endorsements or guarantees. A balance sheet of that concern 
dated February 29, 1940, showed a Tangible Net Worth of $131,676 and 
reflected a sound financial condition. 

Isaac Siegel, a cousin of Nathan Siegel, is 65, married. Is also a native of 
Poland, but is a naturalized citizen of the United States, having come to 
this country a numlier of years ago. Formerly, for three years, was Secre¬ 
tary of Hahn-Mayer Co., lithographers. New York City, and has been 
President and Secretary of Siegel Manufacturing Co., Inc., since its 
formation. 

HISTORY 

Incorporatcd under New York laws April 6 , 1931, with an authorized capital 
of $r>0,000. The business was originally located at 35 Pearl Street, Brooklyn, 
N. Y., and was moved to the present address in April, 1933. 


Fig. 30. {Continued.) 
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BROOKLYN GUMMED CLOTH AND PAPER Co.. Inc. 

Sec. 3 —Page 2 Manufacturer BROOKLYN, N. Y. 

10 Lock St. 

SECTION 3. ANTECEDENTS, METHOD OF OPERATION 
791 1 July 1, 1940 

METHOD OF OPERATION 

Manufactures gummed paper and gummed cloth, used principally on paper 
boxes. Sales are made on terms of 2-10 E.O.M. to approximately 300 active 
accounts, comprising manufacturers of paper boxes, also to jobbers of paper 
and to large consumers. The principal activity is in the Spring and Fall, 
the months of July, August, January and Febniary being relatively quiet. 
Eight commission salesmen are employed and 80 factory workers. 

LOCATION AND FIRE HAZARD 

Rents 35,000 square feet of floor space on the fourth and eleventh floors of 
a reinforced concrete loft building, otherwise tenanted by various manu¬ 
facturing enterprises. The structure is detached and is in a good state of 
repair. Merchandise and equipment are covered by insurance. FIRE 
RECORD: Records show no fire loss for the subject corporation, but the 
Siegel Manufacturing Co., Inc., which is affiliated through the ofiic^ers, sus¬ 
tained a trifling damage on January 6, 1936, when a fire occurred at the 
caption address. It is reiK)rted that no claim was filed with the insuramre 
company. 
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Text and Research Questions 

1. What is the extent of Bun & Bradstreet, Inc., Mercantile Agency 
service? 

2 . List all the sources of information through which the agency obtains 
its information. 

3. What type of information is supplied the agency by the local 
correspondent? 

4. How does the agency train its full time reporters? 

5. Under what theory is a subject with a net wortli of from $5,000 to 
$10,000 given no better than a good credit rating even though he may 
jilways discount his bills? 

H. What qualifications must a subject have in order to be assigned the 
high credit rating? 

7. Refer to page 217. Select the names in the town of Shadyside that 
you would suggest a salesman for a wholesalc-groc.ery house should call 
upon for credit sales. 

8 . Cover the summary and rating for each of the reports given in this 
chapter. Read carefully a report, and then write the summary, and assign 
a rating. Compare your summary and rating with that of the agency. 

9. Reclassify the information in the report on Wilbur Justice (p. 230) 
under the headings Character, Capacity, Capital, and Business Conditions. 

10. In view of the subject’s manner of payments what justification is 
there for the “fair” credit rating (C + 2) of the Brooklyn Gummed Cloth 
and Paper Co., Inc. (p. 238) ? 



CHAPTER XIII 


SPECIAL MERCANTILE AGENCIES 

Special Agencies. —In addition to the older general agency, 
creditors have available the services of a number of special 
agencies often referred to as trade agencies. These special agen¬ 
cies offer services sometimes along lines similar to Dun & 
Bradstreet’s agency, and sometimes along quite different lines. 
They differ from the general agency in that they confine 
their activities to a special industry or to a few allied indus¬ 
tries. Among the larger of such special agencies arc the Lyon 
Furniture Mercantile Agency, the National Jewelers Board of 
Trade, the Credit Clearing House, and the National Credit Of¬ 
fice, Inc. These agencies receive the more or less active supx^ort 
of their various industries. The special agencies, to some extent, 
dui)licatc the work of the general agencies, and in a sense they 
may be said to be complementary to the general agencies. Many 
well appointed credit offices will be found to be subscribers to 
the general agency as well as to the special agency catering to 
its own industry. So far as the agencies themselves are con¬ 
cerned, they regard each other as competitors. 

Advantages and Disadvantages. —The advantages and dis¬ 
advantages of the special agencies cannot be treated satisfactorily 
in one discussion, since there is great divergence among the special 
agencies themselves. Some of their general features and prob¬ 
lems, however, can be contrasted with those of the general agen¬ 
cies. One advantage of the general agency is that it embraces 
all lines. Thus, only one service may be required, whereas, if 
several different lines were sold by one house, the services of 
several special agencies would be required to cover them. Then, 
too, the general agencies claim that their greater prestige gives 
them an entree where it wouM not be accorded to the special 
agency, and thus a greater amount of credit information is made 
availcible to them. This point is undoubtedly true where the 
special agencies have not gained a substantial foothold, but it 
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Would liardly apply where the special agency has made itself 
a powerful factor in its industry. 

The special agency lays claim to superiority mainly through 
its specialization and concentration. It claims to know the 
problems of its industry thoroughly. It knows the larger 
houses, where to get information, the manner of doing business, 
and the economic condition within the industry, llecause oi 
its restricted size, it claims, also, to be able to give a more 
prompt and a more personal service. Some special agencies, 
because of the power that they have developed in the industry 
and the extent to which they are relied upon by their subscribers, 
claim tliat tliey can command far more detailed information 
than is usually imparted to the general agencies. It is a fact 
that some si)ecial agencies seem to secure greatc^r cooperation 
from their subsciibers than do the general agencies. This is 
probably due, in part, to the fact that the customer’s cooperation 
is more carefully cultivated by the agency and, in part, to the 
fact that the agency seems to a greater exti^nt to be in and of 
the trade itself. Some of the special agencies are very small, 
and, where the industry is small or concemtrated within narrow 
territorial limits, an intimate contact between tlie management 
of the agency and the industry itself is afforded. Other special 
agencies, while falling far below the general agencies in size, 
arc, nevertheless, large organizations oftentimes maintaining 
numerous branches and hundreds of employees. 

The advantages and disadvantages or, in other words, the 
efficiency of the special agencies cannot be covered in one gen¬ 
eralization. They differ too greatly in purpose and method of 
operation. The merits of each sj)ecial agency should be care¬ 
fully considered. The points involved are, as in the case of the 
general agencies, the scope, the speed, and the reliability of their 
service. Each credit man should, of course, familiarize himself 
with the service of any agency which is operating within his 
own industry. A few of the larger special agencies will be dis¬ 
cussed as sources of credit information. 

National Credit Office, Inc. —In the list of the larger credit 
agencies is included the National Credit Office, Inc., with head¬ 
quarters in New York City and divisions in Boston, Cleveland, 
Chicago, Detroit, and Philadelphia. 
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Organized in 1900, it has grown from a comparatively ineon- 
spienous start to a credit agency now comprehensively serving 
several major industries and the financial institutions closely 
associated with those industries. Originally, the principal activ¬ 
ity was the furnishing of credit information on the various 
divisions of the eutting-up trades of the textile industry. Today, 
distinct departments are operated covering industries grouped 
as follows: 

1. Concerns in all lines offering their commercial paper on the open 

market. 

2. Textile mills: 

rt. Spinners of woolen and worsted yarn and silk throwsters. 

h. Manutacturers of carpets and rug’s, dra})ery and u])holsterv 
fabrics, hosiery, jersey cloth, knit underwear, silk and rayon 
j)iece goods, underwear, woolen and worsted piece goods. 

3. Dealers in raw wool and silk and jobbers of yarns. 

4. Textile y)ieco goods buyers: 

a. Converters of cotton and silk gray goods. 

h, Manufa(‘turers of blouses, coats and suits, corsets and brassieres, 
curtains, dresses, neckwear, outer apparel, overcoats, shirts, 
topcoats, umbrellas, underwear, wash goods, work garments. 

c. Wholesalers of bedspreads, sheets, pillow cases, cotton piece 
goods, curtains, drapery and upholstery fabrics, dross goods, 
hosiery, silk piece goods, sweaters, underwear, woolen pie(*e 
goods. 

d. Department and chain stores, and other retailers specializing in 
piece goods. 

5. Steel: 

a. Manufacturers of automotive accessories, parts and units, cars, 
trucks, taxis, ambulances, he.arses, and fire aiiparatus. 

h. Manufacturers of domestic appliances, including refrigerators 
and heating units. 

c. Manufacturers of radio sets, speakers and parts; transmitting 
and amplifying equipment. 

d. Manufacturers of aeroplanes, parts and units; schools; flying 
fields. 

c. Wholesalers of automotive parts, accessories or sho]> equip¬ 
ment, hardware, and radios. 
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6. Furniture: 

a. Manufacturers of upholstered furniture. 

b. Lar^e retailors handling: fumiture, floor covering:, and other 
household furnishing:s. 

7. Leather: 

Manufacturers of shoes, fancy leaf her g:oods, and leather clothing. 

8. Paint: 

Manufacturers of paints, varnishes, lacquers, and printing inks. 

9. Rubber: 

Manufacturers of tires and other concerns using crude rubber as 

a raw material. 

This agency is a subsidiary of Dun & Bradstrecd., liic., but it 
operates as an entirely separate unit. 

Distinctive features of National Credit Office servi(*e include 
credit advice and flexible methods of obtaining and distributing 
late information following the writing of a report. No rating 
books arc published, but each r(q)ort carries the suggestion of a 
definite line of credit or a summary classifying the account from 
a credit standing. This line or classification is clianged by some 
form of special notice or ‘‘additionar’ to the base report as 
additional facts may warrant. 

The Bank Service Department. —Thus in tlie Bank Depart¬ 
ment, covering concerns selling j^aper on the open market, the 
notes of each company report(‘d upon arii classified in one of 
the following categories: Prime, Desirable, Satisfactory, Fair, 
or Not Recommended. This de{)artment’s ri'port is of T)ar1.icular 
value to the banker who may never have had the opportunity, 
in the course of usual business, of impiiring into the affairs of a 
concern functioning in some particular industry. Thus a banker 
in the wheat belt, desiring to imrehase the note of a lumber or 
steel comj)any, finds it highly desirable to have a comprehensive 
report edited by one who has had the o})portunity of surveying 
the financial affairs of all the lumber or steel companies using 
the open market. Among this number, of course, would be others 
functioning in the same competitive sphere as the concern under 
question. 
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The report written in the Bank Department of this agency 
lends itself to exceptionally thorough and comprehensive treat¬ 
ment, since for several reasons access to more than the usual 
amount of information is afforded the analyst. If operating 
details, such as bad-debt losses, profits, dividends, etc., are not 
submitted by the com})any for publication, they arc vsometimes 
given in confidence to the agency to assist in analysis and proi)cr 
classification. A report based upon three comparative financial 
statements is edited. An analysis is made of tlie statements to 
disclose any distortion in its financial position such as top¬ 
heaviness with inventory, receivables, fixed assets, and debts. 
Next follow a record of the officers and the business itself; a 
description of the concern’s operating methods, the names of any 
subsidiary or affiliated concerns; and an explanation of inter¬ 
company loans and sales. Wherever possible an official of the 
concern and of the commercial paper broker who handles the 
notes are interviewed at the time a report is being revised. Trade 
checkings are made by mail; bank checkings, by personal call or, 
where necessary, by letter. 

The Textile Department. —Manufacturers of clothing have 
highly seasonal operations with spring and fall peaks. A manu¬ 
facturer of popular-price ladies’ silk and rayon dresses, for 
example, may have practically no liabilities on June 30 and 
Dih*.. 31, the dates which would probably be selected for financial 
statements. Three months later at the i)eak of manufacturing 
operations, hovrever, liabilities might be several times as large as 
net worth. Concerns in the cutting-up trade operate upon a small 
margin of profit and aim at large sales volume. Where liabili¬ 
ties are at times so great as compared to tangible net worth, a 
concern, if it misses the current styles or fails to market its 
output rapidly enough to meet maturing obligations, must sell 
its accumulated inventories at a loss, which frequently wipes 
out the owner’s meager capital and necessitates voluntary bank¬ 
ruptcy or liquidation. This hazardous field is divided by the 
agency into thirteen divisions under the direction of four super¬ 
visors, who are responsible for the quality, speed, and thorough¬ 
ness of the reports prepared in their respective divisions. 

No reference book is published and no ratings arc used. Each 
report contains a summary in which a specific line of credit such 
as $1,000, $1,500, $5,000, requirements, or no line, is definitely 
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suggested. The amount of the suggested line of credit in theory 
is determined by dividing the normal seasonal purchase require¬ 
ments of the concern by the number of its merchandise suj)plicrs. 
Thus, a concern which would normally purchase $60,000 of goods 
as its requirements for each season and would make these pur- 
cliasos from thirty distributors would receive a recommended line 
of $2,000. When a subscriber supplies an account with the larger 
part of his requirements, the agency may recommend a special 
cr(‘dit line in proportion to the subscriber's importance as a 
sui)plier. 

Subscribers to the Textile Department furnish well over 90 
])er cent of the piece goods re(|uirements to the various divisions 
of the cutting-up trade. Banks which may have ficcounts in that 
industry arc also daily users of the service. ♦ 

Credit Reports. —By means of a tickler syst(‘m reports are 
revised automaticallj^ twice a year, with s])ecial revision whenever 
need for revision is indicated. A master card for each concern is 
maintained. When an impiiry is received, a file copy of the 
report is immediately mailed to the iiuiuiring subscriber and the 
number of the subs(*riber and the date record(‘d on the master 
card. Through this record, subscribiu’s ari‘ furnislu'd revised 
reports and current financial statements for a y(‘ar after making 
an iiupiiry. When the year is up, the sul)scril)(‘r is given an 
oi)j)()rtunity to renew the service if he is still interi'sted in the 
account. 

A typical report is reproduced on pag(*s 251-265. The first 
page, it will be noted, gives the concern’s name and address 
and the names of the officers or the jirincipals at interest. 
Then follow a brief syno])sis giving the high points of the 
record of the principals; trend of the business; its summarized 
current financial position and trend; a current trade investiga¬ 
tion ; names of the important sources of supply; analysis of the 
record and financial condition; ending with the suggested definite 
line of credit. The second page expands the full business record 
of the principals and of the business as well as the method of 
operation, and it gives the name of the bank or banks. The 
agency reproduces the latest financial balance sheet, generally 
on the agency’s standardized form, by means of a photographic 
copy. 
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Other Departments. —Service given to subscribers in other 
departments is, in the main, similar to that given in the Textile 
Department. Tlie primary function of the National Credit 
Office, Inc., is the thorough periodic investigation, analysis, and 
editing of comprehensive credit reports by trained specialists 
and the extending of credit advice to its subscribers in the lines 
of industry and commerce which have been enumerated. The 
one fundamental difference in the operation of all departments 
is found in the Steel Department where reference books for that 
division of industry are published monthly. 

Other Activities. —Two other services are provided. The 
agency prc])ares material for the meetings, and participates in 
the discussions, of fifteen grouj)s of credit men in the textile, 
rubber, steel, and paint and varnish departments. 

The agency also i)rovides a sales service for its subscribers. 
This service consists of a card index on all active concerns in 
each industry covered by the agency. The cards include such 
information as the i)roducts manufactured, the price range where 
necessary to indicate the quality of materials used, and an ap¬ 
proximate figure of annual sales. 

Lyon Furniture Mercantile Agency. —This is one of the older 
mercantile agencies. It is a special trade agency which started 
business in 1876, since which time it has published semiannual 
books of ratings covering furniture, floor covering, upholstering, 
bedding, interior decorating, undertaking, and kindred lines of 
industry in the Uniti*d States and the Dominion of Canada. 
It had a competitor in the Furniture Commercial Agency Com¬ 
pany from 1890 until 1917, when the two agencies merged and 
continued with the present name. The agency has attained a 
Iiosition of high im])ortance as a credit authority in the lines of 
industry covered. Its executive office is in New York City with 
seven branch offices located in important trade centers through¬ 
out the country. 

Its membership, according to its statement, numbers about 
95 per cent of all manufacturers and wholesalers selling in the 
lines of trade that it covers. With so large a percentage of the 
industries as subscribers it is obvious that the agency wields a 
considerable influence. 

Method of Operation. —This is one of the agencies which 
operates quite similarly to Dun & Bradstreet, Inc., with the ex- 
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ABRAMS & 

SONS, MAX 

NEWARK, N.J. 

HB:AC-3-A 

Mfrs. of Clothing 

195 New Jersey Ave. 


October 21, 1940 


Max Abrams 

Myron Abrams Harry Abrams 

Herman Abrams 


ADDITIONAL TO APRIL 15, 1940 CURRENT INFORMATION 

CONDITION AND TREND—Interim stntcment uf May 1940.— 

Direct on approved form. Signed Herman Abrams, partner. Auditor: 
S. D. Leidesdorf & Co., C.P.A. Scope of audit not reported. 



Cash. 

. $ 23,000 

C’urront Debts. 

$378,000 


Receivables. 

. 429,000 

Working (‘apital. . . 

203,000 


Merchandise. 

. 238,000 

Net Worth. 

245,000 

631,000 


Trading Assets. 

. 690,000 



August 22, 1940 




Trade High Credit 

Owing 

Past Due Terms 

Payments 

1. 

over $50,000 

over $50,000 

60+60X 

I)pt ns rule 

2. 

40,000 

0 

60 

ppt 

3. 

25,000 

Active 

60+60X 

ppt as rule 

4. 

20,000 

10,000 

60+60X 

ppt 

5. 

17,000 

8,000 

OO+OOx 

ppt 

6. 

10,000 

10,000 

604-60X 

ppt 

7. 

10,000 

1,000 

60-1-60X 

ppt 


Eleven Others report selling up to $8,000 on regular terms with payments 
prompt. 


TRADE REFERENCES 

American Woolen Co. NYC Rrscii & Co. NYC 

James Talcott, Inc. NYC William Whitman & Co. NYC 

ANALYSIS—Interim statement showed a satisfactory condition. For the 
six months net profit $31,0(i3 before withdrawals of $7,756. Receivables 
not aged but appear a little heavy in relation to volume and may be soino- 
what slow of collection. However, bad debts written off for the period 
only $.3,369. Gross profit about 20%. Financial — Good. 

Trade standing favorable. Principal purchases confined where substantial 
lines extended. Others get moderately. Sold on the long terms with pay¬ 
ments prompt as a rule. Trade—Satisfactory. 


CREDIT SUGGESTION 

PREviors Line of $10,000 Outside of Main Accounts Continued. 


Fio. 31.—National Credit Office, Inc., typical credit report. 
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ABRAMS & SONS. MAX NEWARK, N. J. 

HB: AC-3 A 195 New Jersey Ave. 

Mfrs. of Clothing 
April 15, 1940 

Max Abrams Myron Abrams Harry Abrams Herman Abrams 

ANTECEDENT COMMENT—Max Abrams failed 1914. Subsequently 
paid 100%. No criticism. Subject established 1919. 


CONDITION AND 

TREND 11/30/37 11/30/38 11/30/39 Changes 

Cash. 30,000 24,000 23,000 - 1,000 

Receivables. 351.000 236,000 429,000 +193,000 

Merchandise. 114,000 101,000 238,000 +137,000 

Trading Assets. 495,000 361,000 090,000 + 329,000 

Current Debts. 307,000 209,000 508,000 + 299,000 

Working Capital. 188,000 152,000 182,000 + 30,000 

Not Worth. 237,000 185,000 222,000 + 37,000 

Sales. 1,081,000 697,000 1,177,000 +480,000 

Nov'ombcr 30, 1939 statement—Direct on accountant’s form. Signed 
Harry Abrams. Auditor: S. D. TiCidesdorf & Co., C.P.A. Scope of audit 
not reported. Ageing of receivables not given. 

Trade High Credit Owing Past Due Terms Payments 

1. $40,000 $20,000 .... 60+60X ppt of late 

2. over 50,000 over 50,000 .... OO+OOx ppt 

3. 35,000 30,000 _ 60 ppt 

4. 15,000 1,000 .... 60 + 60X ppt 

5. 15,000 10,000 .... 60 + 60X ppt 

6. 13,000 7,300 .... 60+60X ppt 

7. 10,000 Active .... 60+60x ppt 


Eleven Others report selling up to $9,200 on regular terms with pajrmcnts 
prompt. 

TRADE REFERENCES: 

American Woolen Co. NYC William Whitman & Co. NYC 

James Talcoti', Inc. NYC Commercial Factors Corp. NYC 

ANALYSIS—All amply experienced, highly regarded and cai)able. Ante¬ 
cedent Good. 

Satisfactory condition shown. Net profit $33,874 reported compared witli 
loss of $11,208 for the previous year. Trading assets in good proportion 
and debt while somewhat hea^^ in relation to net worth and working capital 
not consitlered out of lino. Substantial increase in volume obtained. 
Inventory and debt includes $144,279 for spring goods. Creditors sufficiently 
protected. Financial—Good. 

Trade standing favorable. Principal purchases confined where substantial 
lines extended. Usually sold on the long terms with payments strictly 
prompt. Occasionally in the height of season run over but not critici.'icd. 
Trade—Satisfactory. 

CREDIT SUGGESTION— Line $10,000 Outside of Main Accounts 
Suggested. 


Fig. 31. { Continued .) 
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ABRAMS & SONS, MAX 
HB;GIM-3- 

Mfrs. of Clothing 
November 18, 1940 

Max Abrams Myron Abrams Harry Abrams Herman Abrams 


HISTORY—Established 1915 as Mux Abrams & Co., Inc. That corpora¬ 
tion succeeded by present partnership in 19.:0. 

PERSONNEL—Max Abrams born 1871 and married. First operated on 
his own account in 1892 as a manufacturer of clutiiiiiK, New York City. 
Operated with a partner for a time but later on ai;ain aUme. Be(‘anie 
hnaiicially involved in 1910 and creditors extended indebtedness for ei^ht 
months. Paid in full. Early 1912 discontinued. February 1912 bec'ainc 
partner in Joseph & Co. but withdrew January, 1918. Ai)ril 1918, 
Joseph & Co. was petitioned into bankruptcy. Al)rams held responsil)le 
for contracts made while a mernlxir of that concern. Then moveil to 
Waterbury, Conn., and engaKed in retail do tiling business trading as 
Reliable Clothing Co. 1914 petitioned into liankruptcy—liabilities 
$9,000. (Compromised at 26%. T«ator stated all creditors were paid 100% 
whi(’h was confirmed by several. Became President and 'freasurer of 
Max Abrams & C>)., Tnc., manufacturers of clothing, New York (Mty in 
1915. ( V)rporation discontinued 1920 and was succeeded by the subject 

])artnership. 

Myron, Harry and Herman Abrams liorn 1898, 1900 and 1905, respectively, 
all sons f)f Max Abrams. Have l>een associated with their father througliout 
their busines.s careers. For a time were also interested in various retail 
clothing ventures but gave up these interests in 1930 and 1981. 

Insurance totalling $88,000 is carried on the lives of the partners for the 
benefit of the business. $30,000 is carried on the life of Max Abrams and 
the balance on the other partners. 

METHOD OF OPERATION— Line— Manufacture a general line of low- 
priced and medium-priced men’s and boys’ clothing. Order house. 

Distribution —96% to retailers and 5% to department stores on 60-day 
terms. Maintain sales office at 220 Fifth Ave., N. Y. C. 

Equipment —Total annual rent, including New York office, $6,680. Occupy 
22,000 square feet on third, fourth and fifth floors of five-story building. 
C’ut on premises. Use contractors. 

BANKS: Manufacturers Trust Co. 407 Broadway, N. Y. C. 

Public National Bank & Trust Co. 24th St. & B’way, N. Y. C. 
Hudson County Trust Co. Jersey (^ity, N. J. 


NEWARK, N. J. 
195 New Jersey Ave. 


Fig. 31. {CorUinued.) 
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NATIONAL CREDIT OFFICE, Inc. NEW YORK CITY 































PROFIT AND LOSS STATEMENT l| ACCOUNTANTS 

FOR PERIOD FROM -/ 2 .//. _19-2^ TO -19l/< ? Give name and address of accountant. — 
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Fig. 32.—Questionnaire submitted to accountant by The National Credit Office, Inc. 
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ception that its activities are confined exclusively to the spe¬ 
cial lines of industry mentioned above. An outline of its service 
to its subscribers includes reference books issued semiannually 
in the months of January and July, with weekly reports and 
supplements. The latter give records of changes in ratings, new 
businesses, dissolutions, successions, assignments, receiverships, 
trusteeships, failures, bankruptcy petitions, current business 
changes, and accounts placed for collection. The current refer¬ 
ence book is thus augmented by a continuous supplement. 

The reference book, known as ‘‘The Lyon-Red Book,” through 
its ratings gives the subscriber credit conditions and capital 
and pay ratings. Traveler’s editions in pocket size arc avail¬ 
able for any state or group of states. In addition to names 
and data in reference to subject, the book includes under each 
city and town the name of a bank or banker and the i)opulation. 

Trade experience of subscribers is obtained by means of a 
weekly ‘‘tracer shec^t” which lists subjects throughout the coun¬ 
try selected for that week’s trade investigation. When the 
“tracer slicKits” are in, and the trade experience has been tabu¬ 
lated, a “result” sliect is mailed to those subscribers who have 
cooperated by submitting their experiences with the various 
names listed. 

Tlie agency furnishes its subscribers with credit reports 
based on careful investigation, furnishing information under the 
following headings: Antecedents; General Information; Finan¬ 
cial Information; Summarized and Current Financial State¬ 
ments; Analyses; Bank and Trade Investigations; Clearing 
House Results; Collection Records; and Summary. In so far 
as possible, the agency endeavors to anticipate failures, and 
through its system subscribers are kept i)osted on weak, ques¬ 
tionable, or failing customers. 

Collection Department. —Apart from its service in supply¬ 
ing credit information, a main function is the collection of de¬ 
linquent accounts. Tlie collection department is also a valuable 
source of information for its credit-reporting division. Through 
the close cooperation between the credit and collection depart¬ 
ments the agency is in a position to advise subscribers promptly 
when a subject begins to run slow in payments. The subjects 
themselves are aware of the authority that the agency wields, 
and this has a tendency to induce them to pay as promptly as 
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LYON-RED BOOK CREDIT KEY. 

SPECIAl CREDIT CONDITIONS ('.APIFAL RATINGS PAY RATINGS 

Based on General Information Estimated Financial Worth Based on Majority Reports 


When only ‘Tapital” and 
• Pay” Ratings are given, 
Credit Is ayeunicd to be pro¬ 
portionately NORMAL, and 
nothing nnusual or irregular 
In record or prospects. 


11— “CTedlt restricted to very 

small amounts. 

12— Recently commenced, or 
rejmtalion for cicdit ap¬ 
parently not established. 

13— Inquire for report. 

14— Good character and repu¬ 
tation only known basis 
for credit. 

18— Take discount in viola¬ 
tion of terms. 

19— Very arbitrary and exact¬ 
ing. 

20~Mnkc oornplatnl.s, want 
allowances, or trouble¬ 
some. 

21— Buys small, usually pay.s 
r‘a.''h. 

22— Clniin.s to buy always for 
cash. 

23— Sells on comnv'ssion. 

24— Name liJted for conven¬ 
ience only. 

25— Capital rating based 
solely on staiemcnt. 

30— Rating in abeyance, pend¬ 
ing later liiforraaiion. 

31— Financial statement de¬ 
clined or repeatedly re¬ 
quested and not received. 


A $1,(100,000 or over 


B 

600,000 to $1,000,000 

C 

300,000 to 

500,000 

D 

•200.000 to 

300,000 

E 

100,000 to 

200.0CO 

F 

Financial resj>oiisibib- 
ty believed high, hut 


cannot estimate defin- 


itely. 


G 

75.000 to 

100.000 

H 

50,000 to 

76,000 

J 

40,000 to 

50,000 

K 

30,000 to 

10,000 

L 

20,000 to 

30.000 

M 

15,000 to 

20,000 

N 

10,000 to 

16.000 

O 

7,000 to 

10,000 

P 

Financial responsibili¬ 
ty believed moderate, 


but cannot 
definitely. 

estimate 

Q 

6,000 to 

7,000 

R 

3,000 to 

5,000 

S 

2,000 to 

3,000 

T 

1.000 to 

2.000 

U 

500 to 

1.000 

V 

100 to 

500 

W Financial responsibili- 


ty believed small, but 
cannot estimate defin- 


itely. 

Y Means believed very 
limited 


Z No financial basis for 
credit reported. 


1 - Discount. 

2— Prompt. 

3— Medium, 

4~Variable, prompt to 
slow 

5— Slow. 

6— Very slow. 

7~C. O. D. or C. B. D. 


8—Pay rating not estab¬ 
lished, but informa¬ 
tion favorable. 


• ot 112—New in businc.ss. 

0—‘Sells on installment plan. 

A—Inillontos infarinalion of 
uuu.sual importance. 

?—Sells from re^ldcDCC ot 
cHtiitogue. 

Con—Denotes continued 
rntiug, 

R. P. D,—Rural I'rco Delivery 
-I*. 0. Addre.s.s. 

The omission of a rating is not 
unfavorabU', bui indicates 
lliai .sullieiont infoiinaiion 
is not a t hand on which to 
base rating. 


NOTE 

No system of ratings can accomplish ALWAYS an accurate understanding. 
In large transactions or where parties are not satisfactorily rated, DETAILED 
REPORTS should be obtained. 

All ratings or information is reported as furnished by special reporters, 
Correspondents, the trade, or other sources of information deemed reliable, 
but are in no way guaranteed. In case of error, or any inju.stice in rating, it 
should be reported to the Agency only, in order that correction may be made. 

In doubtful cases, regardless of what ratings are, or References may report, 
subscribers should always make application to the Agency for report. All book 
ratings are supposed to reflect conditions believed to exist when assigned, 
but conditions are constantly changing, and changes are usually shown iii the 
‘LYON Weekly Report and Supplement” and Special Reports. Subscribers 
should not depend wholly on book ratings for important credits. 


Eio. 33.—Key to Lyoii-Recl Book. 
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SPECIAL RATINGS 

Credit and Collection Items, Business Troubles and Trade Warnings and Key 
Numbers used In “Weekly Credit Report” and “Clearing House Service." 


31— Financial statement declined, or repeat¬ 
edly requested and not received, 

32— First order 

33— Settles by note. 

34— Usually settle with notes, which are paid 
at maturity. 

35— Pay notes, but slow on open account. 

36— Takes extra time when giving notes. 

37— Hard to collect from. 

38 -Would now refuse to sell. 

39— Check protested. 

40— Note protested. 

41— Settles with trade acceptance. 

42— Acceptance unpaid. 

43— Has failed to answer important letters. 

44— Turned order down. 

45— Seems to be ordering freely. 

46— Draft attached to B. of L. 

47— Will not accept drafts. 

48— Pays drafts. 

49— Dissolved. 

50— Succeeded by- 

51— Rating raised to- 

52— Rating lowered to- 

53— Should rate, or rating changed to- 

54— Rating suspended. 

55— Given bill of sale, or notice thereof. 

56— Reported selling out. or closing* up. 

57— Sold out. 

58— Sold out at auction. 

59— Damaged by water. 

60— Damaged by flood or storm. 

61— Damaged by Ore. 

62— Burned out. 

63— Partially Insured. 

64— Fully Insured. 

65— Stock not insured. 

66— No Insurance. 

67— Will continue. 

68— Deceased. 

69— Estate continues. 

70— Claim for collection. 

71— Disputed claim. 

72— Claim settled direct. 

73— Claim collected. 

74— Claim returned as uncollectible. 


75—Sued. 

76^Execution Issued. 

77— Judgment reported. 

78— Attached. 

79— Closed by Sheriff or Marshall. 

80— Sold out by Sheriff or Marshall. 

81— Chattel mortgage. 

82— Chattel mortgage foreclosed. 

83— Given deed of trust. 

84— Real estate mortgage. 

85— Real estate mortgage foreclosed. 

86— Failed. 

87— Made an assignment. 

88— Petition for Receiver filed. 

89— Temporary Receiver appointed. 

90— Receiver appointed. 

91— In hands of receiver. 

92— Voluntary petition In bankruptcy. 

93— Involuntary petition in bankruptcy. 

94— Bankruptcy petition. 

95— In bankruptcy. 

96— Call for important new report. 

97— Late report at oflBce. 

98— Trustee appointed. 

99— In liquidation. 

100— First dividend paid. 

101— Second dividend paid. 

102— Final dividend paid. 

103— Asking extension. 

104— Called meeting of creditors. 

105— Offering to compromise. 

106— Left for parts unknown. 

107— Discontinued or out of business. 

108— Claims should be given immediate at 
tention. 

109— Settled and resumed. 

Ill—Removed to- 

112 or #—New In business. 

113— Capital stock increased to- 

114— Name changed to- 

115— Cannot report definitely as yet. 

116— New statement recently received. 

117— Received discharge In bankruptcy 

118— Discharge In bankruptcy denied 

119— Not listed, business foreign to linoe 
covered. 


Fig. 33.—Key to Lyon-Red Book. {Concluded.) 
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they arc able to or as promptly as tlie standard terms of the 
industry may require. 

In addition to the services already described, the agency 
endeavors to maintain a close supervision over all subjects re¬ 
ported. Inquiries of subscribers are closely watched, and through 
the jse and trade investigations any sudden increase disclosed in 
the purchases of a subject is noted, and an explanation requested. 
Overbuying with or without fraudulent intention is often de¬ 
tected, and subscribers warned. 

The Credit Clearing House. —Among the larger special 
agencies which have gained national im])ortance is the Credit 
Clearing House. Established in 1888, in Detroit, subsecpiently 
moving its headquarters to New York, this agency for yi^ars 
specialized in furnishing its subscribers with ledger interchange 
reports. It was the first in the field to give ledger experience of 
creditors in dollars and cents and to add order records showing 
the amounts bought by customers of the reporting conc(‘rns. 
Although financial statements, when they were available, were 
added to the hnlger experiences of nqiorting creditors, the 
agency found that subscribers frecpiently failed correctly to in- 
terjiret the trends of accounts thr*ough the r(‘i)oi*ts. Accord¬ 
ingly, in 1915, the agency decided that subscribers could best 
be seiwed by having its own expert staff draw the conclusions 
from the data on file. The reports were therefore withdrawn, 
and the agency substituted its “credit-checking service/’ 

That this method gave general satisfaction is indicated by 
the fact that it was continued with only minor changes until 
1931. During that year, a further service to subscrilxus was 
inaugurated in the form of the “jinalysis” rc^port, based upon a 
review of all the data on file relative to a name. In 1933, an 
additional type of service was introduced in the form of a 
“digest” report. The digest, as the name implies, is a report 
showing the essential details of an account in very brief form, 
together with a financial statement. 

The Rating Book. —In September, 1933, the Credit Clearing 
House announced for the first time in its history the prepara¬ 
tion of a rating book. A section of the rating book and also 
the key for the interpretation of its symbols are rer)roduced. 
Novel features include a symbol in the form of a number indi¬ 
cating the working capital position of an account, and the symbol 
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THE CREDIT aEARING HOUSE RAT1^G BOOK 


KEY TO LINES OF MERCHANDISE 

The letters In the column on the left of the name indicate 
the line of businesa. 

A—Department Store P—Mail Order 

B—Shoes Q—Furniture 

C—Men’s and Boys’Clothing R—Rubber Goods 

S—Women’s Specialties and 
Accessories 

T—Installments 
U—Sporting Goods 
V-Knit Goods 

W—Women's Dresses, Coats, 
Suits and Outer Wear 

X—Women’s Wear 
Y-Men’s Wear 

Z—Lines Not Otherwise 
Designated 

?—Workingmen’s Store 
@~Piece Goods 

Pants, Overalls and 
Work Shirts 

Underwear 

Sometimes additional symbols follow key letters as follows: 

• to ihdicate a wholesale business 
«• to Indicate both wholesale and retail 
-f to Indicate more than one store 

Street addresses are listed only when they are necessary 
to prevent confusion with similar names. 

Trade names and branch stores are listed separately in 
their proper places with references to the firm names All 
symbols are repeated opposite each trade name or branch.^ 


KEY TO RATINGS 

The rating appears in the column on the right of the name, 
and IB figured on three points: First, total net worth. 
Stcond, analysis of working capital Third, payment record. 

NET WORTH 


A .. 

. 1,000,000 or 

over 

B . 

...... 760,000 to 1,000,000 

C . 

. 600,000 to 

760,000 

D . 

...„ 360,000 to 

600,000 

E . 

. 260,000 to 

350,000 

F . 

.... 200,000 to 

250,000 

G . 

. 160,000 to 

200,000 

H . 

. 100,000 to 

160,000 

J . 

.... 76,000 to 

100,000 

K . 

. 60,000 to 

76,000 

L . 

. 86,000 to 

60,000 

M . 

. 20,000 to 

36,000 

0 

15,000 to 

20,000 

P 

10,000 to 

15,000 

s 

7,500 to 

10,000 

V 

6,000 to 

7,600 

W 

3,000 to 

6,000 

X 

1,000 to 

3,000 

Y. 

. Less than 

1,000 


§ 

In some cases the symbol Q precedes the rating. ’That Is 
used only when an important part of the total net worth is 
represented by real estate equities or other assets not 
usually considered as working capital 

WORKING CAPITAL ANALYSIS 

1st-Excellent 

2nd-Good 

8rd-Fair 

4th-Restricted 

6th-Limited 

The Working Capital Analysis grades the working or oper¬ 
ating position within the numbers 1 to 6. To arrive at one 
of these positions from 1st to 5th, an account Is judged 
to be excellent, good, fair, restricted or limited In relation 
to the Indebtedness, volume of business, trading oppor¬ 
tunity, etc., etc 


D—Dry Goods 
B—Hosiery 
F—Furs 

G—General Merchandise 
H—Men’s Furnishings 
I—Gloves 
J—Hats and Caps 

K^Children’s and Infants' 
Wear 

L—Leather Goods and 
Jewelry 

M-Millinery 

N—Notions, Novelties and 
Gifts 

0—House Furnishings 


BLANK RATINGS 

Blank ratings are not to be considered ss unfavorable. 
Blanks are used where the Information obtainable may not 
be Bufilciently eoncluaive for a definite rating or where the 
general faM;ts or the kinds of business do not readily lend 
themselves to s rating of this type. 


PAYMENTS 

1st—Prompt 2nd—Pair Srd—Limited 

1— Payments must be prompt or discount to get a ”lst” 
payment rating. 

2— Payments are graded "2nd" when they are not alwap 
prompt but are considered fair for the line. 

8—Usoally indicates slow psymenU. 


Fig. 35. —The Credit deal ing liouse Rating Book Key. 
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ANDERSON, W. Va. 

(Pop 5,154) 

G C B ANDALUSIA BARGAIN HOUSE. P42 

Wallace & Ever age 


D X Y B BERMAN I & SON.§ K 3 2 

Berman S M 

C Z BEVIS DRY CLEANERS & CLOTHING STORE.... W 3 2 
Bevis L B 

D B X + BLANK SELIGMAN H. P43 

See M & B Stores 

G BONNER JAMES R. . 

B BROOKS SHOE SHOP.§ X52 

Brooks W R 

G BULLARD H H & CO.§ L 2 1 

W S M COOK MRS MARTHA R.§ 0 2 1 

G C B COVINGTON STORES CO INC. 042 

t + ELMORE V J 5-lOc & $1.00 

STORES INC.§ F 1 1 

See Clanton S.(IJ. 

X Y B + EVERAGE C C. - - 3 

G EVERETTE MRS JESSE L. X32 

G B * * -h FAMOUS STORE. G42 

See Friedlander Corporation 

G FAULKENBERRY J B & CO. S 2 2 

G B * ♦ + FRIEDLANDER CORPORATION. G42 

See P'rankfort Ky 

G LITTLE J A. X 4 2 

D B X + M & B STORIES. P 4 3 

Blank Seligman H 
See Johnson Miss 

Q PATRICK FURNITURE CO. - 5 3 

W PETITE SHOP. V 5 3 

Vardaman & Barrow 

G SESSOMS GROCERY CO INC. - 2 1 

W S M SMART SHOP.§ 0 2 1 

Cook Mrs. Martha R 

Fig. 36.—Illustration of Credit ClearinR House Rating Book. 

§ used only when an important part of the total net worth is 
represented by real estate e(initios or other assets not usually 
eonsidered as working capital. Thus we find, using the name of 
I. Berman & Son, Anderson, W. Va. (above), as an illustration, 
tliat the firm carries dry goods, w^omen^s wear, men’s wear, and 
shoes; has a capital range of $50,000 to $75,000; has a fair work¬ 
ing capital position; payments, though not always prompt, are 
considered fair for the line, but that an important part of net 
worth is in real estate or other fixed assets. 

Rating books are revised quarterly on the fifteenth of the 
months of February, May, August, and November. These dates 
best meet the requirements of the membership, and, too, the 
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PLEASE BETDBN TODAY 

THE CREDIT CLEARING HOUSE 

sxccvnvE omcEs 

TUE FISK BVIlDHtG 
BROADWAY mt STlh STREET 
NEW rORR, ItL r. • 


LEDGES EXPERIENCE INQUIRY 
Xlndlf fumldi us. In confld#nc»i year b«tin»M >«pMtonc» 
with U» iollewtogi 


Ncan«. 


Trading As. 
Addrsis. 


ORDERS 

CHECK MANNER 

OF PAYMENT 

SHIPMENT 


Prompt 

DATE 


Discounts 



Anticipates 

lUGrllEaT 

CREDITS 


Slow No. oi Days 


Slow But Satisfactory 

OWING S 


Slow&Unsatisfactory 

PAST DUE S 


Pays On Account 


Pays By Notes 

WHEN DUE 


Pays By Post Dated Cks. 


Pays By Trade Accepts. 

TERMS 


Placed For Coll. 


Coll. By Atty. 

SOLD 


Returns Mdse. 



Takes Unfair Discounts 

rrom. 


Makos Unjust Claims 

To. 


Sell For Cash 

CREDIT REFUSED 

Date.... 


Not Soiling 

Was Credit Approved on Basis 

Reason. 

of Financial Statement. 

YES. 

NO . 




aAQ 


Fig. 37.—Illustration of Credit Clearing House ledger experienc^c^ inquiry. 


Feb. 15 issue is the earliest date that could include ratiuf^s based 
upon the end-of-thc-year financial statements. 

Services Summarized. —The service is confined to the in¬ 
vestigation of names in a special group of trades in the textile 
and apparel lines. These include wholesalers in mc'n’s and 
w'omen’s wear, wholesalers of dry goods and notions, eh;:in store 
organizations, department stores, and specialty shops in men’s 
and women’s wear. The service available to subscribers selling 
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to these various lines includes the rating book and the reporting 
service, which may be classified as follows: 

1. Recommendations only. 

2. Digests, or a brief of the file. 

3. Analysis reports, or a complete presentation of all details shown 
in the file. 

Mode of Operation. —Although the Credit Clearing House 
maintains offices in twenty of the most im})ortant trade-center 
cities of the United States, all credit information is filed in master 
card folders at its main office in New York. The type of in¬ 
formation gathered in the folders is indicated by the data found 


CONFroENTlAL 

yiW HIHW T TRAOC The CreditGlearino House 


JOHN W. CAMPBELL 


tXICUTIVK OPPICIS 
THK PIBK BUILDINO 
BROADWAY AT B7th BTREKT 
NEW YORK. N. V. 


1357-dd 


SUB _ ozbeb . owmc-. 

LILLIAN STOFSKY 1644 DikKILL ROAD BROOKLYN N Y 

l&Bvering your inquiryi 

W« rBoomnend that you ship this order. Current information is 
aatiefaotoryB recommendation covers this order only. 

INQUIRE ON ALL R&ORDERS. 

iMPOETAirr— 

THE CREDIT CHECKING DEPARTMENT. 


$ 125 


Fig. 38.—Kccommcndation slip. 


in the specimen reports illustrated on pages 270 and 272. The 
information submitted by the subject is carefully cross-checked 
through other sources of information. In all cases information 
is souglit either from the subject’s bank or from a bank in his 
community. The local attorney is also a source of information. 
Through the excellent cooperation of the banks the agency gets 
a verification of facts submitted by the subject, or answers to 
f;pe(*ific questions asked by the agency. 

The feature of the credit folder most emphasized is the sub¬ 
ject’s purchases and payments as reported by his vendors. This 
is a running record constantly brought up to date by the sub¬ 
scribers. Upon the receipt of orders subscribers in utilizing the 
agency service submit data on both the order and their ledger 
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experience as illustrated by the inquiry ticket on page 267. 
These data are entered on the master card in order as received. 
All subscribers are given a contract number so coded that it indi¬ 
cates the subscriber's location and the line of merchandise which 
he sells. The master card folder quickly indicates unwise x>rac- 
tice or fraudulent intent upon the ])art of tlie subject by one or 
more of the following: Inquiries become very active; ordera are 
placed in markets wliich are not logical markets for the subject; 
and orders may be placed for merchandise entirely foreign to 


Confid e n t i al Communication Far Your Own L'ae Only 

THE CBEDIT OEARING HOUSE 

omcMa m ml noMmurr nt^oc cuvTnu 

Euattivc <MB«m it ‘n* Fbk BalMiaa, Braaaway al S7lb SiraM ti New York, N.Y. 

11-S8.40-L-9 

NEW XORK SPECIALTY SHOP SMITH J J CHICAGO ILL 

Anawdring yoxir inquiry t 

Wa are not reoonnandlng this aooount* Reports recaived by us fron 
our local office indicates this business Is insufficiently capital¬ 
ized. Working capital is limited. Net worth is estimated at $B,500, 

payments are reported prompt to 30 days slow. 

This business opened on August 1, 1939 and is owned and operated by 
the above, smith is about 35 years of age and was formerly employed 
by several local hotels in various capacities. Clear record reported. 

Our master card indicates buying is normal. 


Fig. 39.— Specimen of advice under Credit Checking Service 


the kind of business conducted by the subject. Inquirers are 
advised to fill or not to fill orders according to the interpretation 
of the credit data made by trained credit men who specialize in 
certain fields of business activity. Speed of service is attained 
by the use of telephone, telegraph, and teletype in making in¬ 
quiries and giving recommendations. 

Collection and Adjustment Service. —A third service is ren¬ 
dered by a separate corporation, the Credit Clearing House 
Adjustment Corporation. This organization provides a collection 
and adjustment service which, the agency claims, is the largest in 
the world. Offices are maintained in the important centers of 





270 CREDIT AND COLLECTION PRINCIPLES AND PRACTICE 


Confidential Communication For Your Own Use Only 
THE (rilEDIT CLEARING HOUSE 

OFFICES IN ALL PROMINENT TRADE CENTERS 

Executive Offices: The Fisk Building, Broadway at 57th Street, 

New York, N. Y. 

January 20, 1941 

Sub. No. Order $. Owing $. 

LIZA’S CASH STORE MT. PLEASANT, OKLA. 

LIZA. CHAS. I. Also at: SULPHUR SPRINGS 

and JA(JKSON, TENN. 

Dry Goods and Shoes 

Answering Your Inquiry: We recommend that yo\i ship this 
order. This recommendation covers this order only. 

This business was originally started by the above in January, 1937. Sulphur 
Springs store was opened in July of 19^18 while Jaerkson was opened in 
September of 1940. (^has. 1. Lissa, age 41, is married and a native of 
U. S, A. Prior to opening his first store he worked for years in his present 
line, hence is well experienced. Record is clear. 

Moderate sized stores are operated with a general line of dry goods and 
shoes l}eing retailed. Premises in each instance are leased. Rentals are 
moderate. 

Statements submitted to us at regular intervals show consistent progress. 
Operations have been satisfactory providing the owner with a sufficient 
reward for the accumulation of real estate and other assets. 

The bank has reported favorably. No loans are requested. 

A summary of trade comments classified by lines of merchandise purchased 
is stated below: 

Line of High Average 


Business 

Credit 

Credit 

Terms 

Payments 

Children’s Wear 


53 

reg 

generally prompt and discounted. 

Dresses 


75 

reg 

generally prompt and discounted. 

Hosiery and 
Knitwear 

1600 

150 

reg 

generally prompt and discounted. 

Shoes 

3800 

400 

reg 

generally prompt and discounted. 

Underwear 


75 

reg 

generally prompt and discounted. 

Dry Goods 

5000 

1000 

reg 

generally prompt and discounted. 


— continued — 
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Confidential Communication For Your Own Use Only 
THE CREDIT CLEARING HOUSE 

OFFICES IN ALL PROMINENT TRADE CENTERS 

Executive Offices: The Fisk Building, Broadway at 57th Street, 

New York, N. Y. 

(2— continued) 

LIZA’S CASH STORE MT. PLEASANT, OKLA. 

Our master card indicates buying moderately. 

Financial statement of January 1, 1941, follows: 


Assets 

Merchandise on hand. $20,227.13 

C’ash in bank. 941.67 

C’ash on hand. 0)40.38 

Fixtures and Improvements—net. 2,941.90 

Real Estate and buildings. 5,500.00 

Investors Syndicate contract book value. 1,585.00 

Total Assets . $37,842.14 

Liabilities 

Owe for merchandi.se not due. 0,049.25 

Owe others. 5,000.00 

Total Liabilities . 11,049.25 

Net Worth . 20,792.89 

Signed: LIZA’S CASH STORE 
By: CHAS. I. LIZA, Owner 

Annual Sales $137,813 Annual Expenses $14,781 


SUMMARY 

Financial statement dated January 1, 1941, .shows a satisfactory ratio of 
current assets to current liabilities. Net worth increased $3,000 compared 
to statement dated January 1, 1940. $5,000 debt to others has been 
subordinated to merchandise creditors at our recpiest. Profit and loss 
figures show indebtedness is in proportion to income. 

Pajunents are reported generally prompt. 


1888 • 53 YEARS OF SERVICE • 1941 


Fig. 40. {Continued.) 
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the country under the direct supervision of the executives whose 
headquarters are in New York. The branch offices are under 
the direction of a collection expert under bond. Their records 
are regularly audited, and each office makes a daily report of 
claims received for collection and all monies collected for pa¬ 
trons. Both the agency and its i)atrons are further protected by 
having all monies collected for patrons deposited in a separate 
trust account, on which checks can be drawn for only two 
purposes : 

1. Remittance to patrons. 

2. Remittance to headquarters in New York for commissions earned. 

All salaries, exi)enses, and other operating disbursements are 
paid by funds remitted by checks drawn in New York. 


THE CREDIT CLEARING HOUSE 


Offices in All 
Prominent Trade 

Centres 

John W. Campbell 

Chairman of the Board 

Executive Offices 

The Fisk Building 
Broadway at 57th Street 
New York, N. Y. 

CONFIDKNTIATi 



Sub No. R 6789-B 

Order 

Owing 


THE HANSCO SHOE CO., INC. 

40 S. HIGH STREET, PHILADELPHIA, PENNA. 

Answering Yocr iNgriny: Wc are recommending this account. 
ANALYSIS 

Financial statement of December SI, 1939 shows working capital increased 
$6,300 compared with statement dated December 31, 1938. A satisfactory- 
ratio of current assets to current liabilities is noted. Merchandise debt is 
in proportion to income. Our analysis indicates this business is adequately 
financed. 

Payments are reported from prompt to 30 days slow. 

THE CREDIT CI.EARING HOUSE 
Clothing & Furnishings Division 


Fig. 41a. 
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Confideniml Communication For Your Own Use Only 
THE CREDIT CLEARING HOUSE 

OFFICES IN ALL PROMINENT TRADE CENTERS 

Executive Offices: The Fisk Building, Broadway at 67th St., New York, N.Y. 
November 28, 1940 

THE HANSCO SHOE CO., INC. PHILADELPHIA, PENNA. 

40 S. HIGH STREET 

Wholesale Shoes 

OFFICERS 

Harvey O. Hans, President, married, U. S. citizen 

Ray M. (Mrs. H. O.) Hans, Secretary, married, U. S. citizen 
Treasurer 

ANTECEDENTS 

This corporation was organized under the laws of the State of Pennsylvania 
in January 1926. 'rho authorized capital was $100,000 of which $50,000 
was paid in. This firm succeeded Fred, Milton and .John Hans in a business 
which they had taken over from their father, Henry Ilans. 

O. Hans, who was vice-pre.sidcnt, died in September 193(). No successor 
was appointed to his office. 

The officers are well regarded locally and clear records are reported. 
METHOD OF OPERATION 

A good sized stock of shoes is carried. A large volume of business is being 
transacted on a wholesale basis. The account is well known to the retail 
trade. 

FINANCIAL 

Below are summaries of statements received in the past: 

Total Total Net Current Current 

Date Assets Liabilities Worth Assets Liabilities 

12-31-35 $84,083 $24,118 $59,965 $61,805 $20,418 

12-31-36 106,710 35,077 70,632 89,009 31,877 

12-31-37 108,789 29,542 79,246 93,722 22,692 

12-31-38 112,645 26,481 86,164 98,258 20,381 

12-31-39 123,189 38,009 94,180 107,971 23,759 

Below are summaries of profit and loss statements issued in the past: 

Year Ending Net Sales Gross Profit Expenses Net Profit 
12-31-35 $187,273 $26,116 $22,226 $ 3,888 

12-31-36 251,169 36,559 27,887 10,967 

12-31-37 252,071 35,948 27,335 8,613 

12-31-38 239,429 35,021 28,104 6,917 

12-31-39 262,060 36,001 27,984 8,016 


1888 • 52 YEARS OF SERVICE • 1940 


Fig. 415. 
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Confidential Communication for Your Own Use Only 
THE CREDIT CLEARING HOUSE 

OFFICES IN ALL PROMINENT TRADE CENTERS 

Executive Offices: The Fisk Building, Broadway at 57th St., New York, N.Y. 


THE HANSCO SHOE CO., INC. 


PHILADELPHIA, PA. 


Below is a copy of financial statement as of December 31, 1939: 


Assets Liabilities 

Merchandise on hand.. $50,415.38 Owe for merchandise. 

Accounts Receivable, not due. $13,759.28 

not due and past due 55,502.09 Notes Payable—Bank 10,000.00 

Cash in Bank. 2,054.41 - 

- Total Current I.iabil- 

Total Current Assets.. $107,971.88 ities. $23,759.28 

Real estate & buildings 13,600.00 Deferred Liabilities: 

2 autos. 1,618.00 Long term notes due 

- president and officers 

Total Assets .$12.3,189.88 due 12/31/40. 3,550.00 

Mortgages on real es¬ 
tate. 1,700.00 

(Capital—paid in. 50,000.00 

Surplus. 44,180.60 

Total Liabilities 

and Capital .$123,189.88 

Real Estate 

Location Title Name Value Mortuacje 

93.5-37 N. Gay St. The Hansco Shoe Co. Inc. $13,600.00 $1,700.00 

Ins. on mdse.—Blanket. 

(Signed) Harvey O. Hans, 
President. 

BANK INFORMATION 

A satisfactory bank account is maintained. Unsecured loans are extended. 
PURCHASES AND PAYMENTS 

Our Master Card, which is the buying and paying record of this account, 
indicates a moderate inquiry is received. Terms are regular. Payments 
are reported generally prompt to 30 days slow. 


Line op High 
Business Credit 
Shoe $14,000 

LM:LS:9:S:4:2 
Uopwa 16 


Average 

(Credit 


Terms Payments 

Regular Gen. ppt to 30 days slow 


52 YEARS OF SERVICE 


Fkj. 415. {Continued.) 
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A particular feature of the service is the traveling adjuster. 
Through the traveling adjusters located in each of the branch 
offices any client has available a specialist in this type of work 
who can make a personal investigation, interview the debtor, 
and effect results not possible by any other method. 

Discussion of Agency Service. —A question may arise as to 
whether it is the proper function of an agency to serve the 
credit manager only in gathering credit information or it should 
add to that function the interpretation of the information and 
the conclusion as to the desirability of credit. Many agencies 
combine the two functions, and they do so because, obviously, 
they have a demand for both types of service. Eating books pro¬ 
vide a service which, in a sense, stands half way between a con¬ 
clusion as to credit and credit data. When an agency supplies 
credit data, the value of its service depends upon the complete¬ 
ness and accuracy of those data. Assuming both completeness 
and accuracy of the information, the credit manager has before 
him all the factors necessary to be considered. The adaptation 
of the risk to his concern’s credit policy is possible. 

When an agency undertakes a checking service, sevcrjil 
questions may arise in the credit manager’s mind. If tlie 
agency relies largely upon trade experience, it should be at 
least representative. The credit manager will sometimes won¬ 
der if a debtor’s creditors are fully represented on the agency’s 
records. The subscriber may raise a doubt, too, concerning the 
ability of the agency representative to interpret correctly the 
data at hand; he may hesitate to accept the judgment of one 
whom he does not know and has never seen. And, too, there is 
much rigidity in the recommendations made. In a recommenda¬ 
tion to ship, the risk may be too great for the subscriber who 
must necessarily demand a high standard of credit, while, in 
another case, a refusal to recommend might preclude a risk that 
another subscriber would be entirely willing to accept. 

To concerns whose volume of business does not warrant the 
employment of a credit manager the service may be of much 
value. It may be used, also, to confirm the credit manager’s 
decision, based on information received from other sources, or 
the recommendation may be used in those cases where an imme¬ 
diate decision is urgently demanded. 
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Another angle is to be considered. The agency through its 
recommendation, provided its subscribers are complete enough 
and follow its recommendations, controls the credit of tlie pur¬ 
chaser. A question seriously to be pondered is whether or not 
it is for the public good that an agency should have the power 
and responsibility of determining the business man’s destiny 
through the use of his credit. This question may be raised in 
connection with all agencies which undertalvc to control their 
subscriber’s decisions. 

The Interchange of Credit Experience. —It may be stated 
that complete information, correctly interpreted, conceining a 
credit applicant’s character, capacity, cai)ital, and the condition 
of business will establisli very exactly his Ifredit power. The 
credit analyst may thus appraise the applicant’s willingness and 
ability to pay, but the analysis of the risk may be verified or 
proved wrong by ascertaining how he does actually take care of 
his credit obligations. The two methods are complementary to 
each other, and both are used by nearly all credit men in the 
analysis of each risk. 

The debtor’s record is written in the lodgers of his creditors. 
To obtain ledger ex[)erience, which is complete and reliable, with 
the least expense and duplication of effort has long been a 
problem of credit men. The mercantile agencies, commcmdable 
as may be their services in other respects, have failed to furnish 
reports with complete and up-to-date ledger information. Direct 
interchange is somewhat expensive and mhy be. far from com¬ 
plete, although it is not intended to suggest that direct communi¬ 
cation among credit men in regard to their mutual customers 
should be supplanted. 

Credit Interchange Bureaus. —^As a result of the efforts of 
credit men to solve this problem, many credit interchange bu¬ 
reaus have been established. These bureaus have been either 
cooperatively organized, owned, and managed for the protection 
rather than the profit of the members or, in some cases, organized 
and conducted for profit by others than credit men. Local 
associations of credit men and trade associations are often found 
as proprietors of these bureaus. 

Methods of Operation. —Credit interchange bureaus have 
two general methods of operation, although there may be con¬ 
siderable differences in handling the details in each group. Both 
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systems are alike in that each subject of inquiry has a master 
card on which is recorded, by means of a number, all the houses 
who have reported an interest in the name. Thus the name of 
the Pierson Hardware Company, Peoria, Ill., may have been 
reported by four houses, each of which has been assigned a dis¬ 
tinctive number. At this point, the similarity of methods may 
cease. Under one method of operation a list of all creditor 
members and their distinctive numbers is printed and distrib¬ 
uted to the entire membership. When a member wishes ledger 
experience, for example, on the Pierson Hardware Company, it 
communicates with the bureau by telephone or letter and is 
given the four numbers recorded on the subject's card. By 
referring to the key* the inquirer learns the identity of the mem¬ 
bers selling the subject, and he i^roceeds to communicate with 
each member singly. 

This method of operation has its distinct advantages. It is 
particularly adaptable to a small trade group. It is compara¬ 
tively inexpensive to operate, since it is necessary to have only 
a clerk to keep the file up to date and to answer the inquiries 
of the members. The inquiring member can adjust his speed 
in clearing the information to the urgency of the occasion. A 
marked advantage may lie in the fact that the inquirer, by know¬ 
ing whence the information comes, can weigh its value and can, 
if the occasion requires it, obtain more than the usual ledger 
experience. It will be noted that the actual expense of getting 
the information is borne by the inquiring member. 

The other general method of operation is exemplified by the 
system of bureaus operated under the direction of the National 
Association of Credit Men, which will be discussed in some detail 
in the following chapter. 
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Text and Besearcli Questions 

1. Contrast the methods of operation of National Credit Office, Credit 
Clearing House, and Lyon i’urniture Mercantile Ageiu y. 

2. List and briefly explain four weak points in the value of lonimercial 
ratings. 

3. What is the weakness in the plan of those agencies which furnish 
only derogatory information to subscribersV 

4. The ^^Lyon-Eed Hook^' rates a business 1;1T5 1H>, What does that 
mean? 

5. Compare the strong and weak points of the general agency with 
those of special agencies. 

6. How do you account for the fact that the National Credit Office 
does not issue a rating book? 

7. AA'hy has the credit-checking service of the Credit Clearing House 
been so satisfactory to its subscribers? 

8. What arc the weaknesses of the method of the interchange of infor¬ 
mation explained on pages 277 and 278? 

9. Should a credit manager utilize the services of both Dun & Brad- 
street, Inc., and a special agency? Why? 

10. Classify the information given in the report beginning on page 272 
according to Character, Capacity, Capital, and Condition of Business. Point 
out the strength and weaknesses of the report in covering these factors. 



CHAPTER XIV 


CREDIT INTERCHANGE SERVICE 

If an examination were made of the files of bank and mer¬ 
cantile creditors, it would be found that the contents of those 
files could be divided into three general classifications. One of 
these would cover the subject’s record, or, in the credit mana¬ 
ger’s parlance, antecedent information. A second would deal 
with financial structure information, while the third would cover 
more or less completely the ‘‘ledger experience” of other cred¬ 
itors. It is with the last type of credit information that this 
chapter deals. 

A Specialized Service. —^Ijedgcr experience is an outgrowth 
of tlie recommendation, or “reference,” with which business 
men a century ago used to fortify themselves when seeking new 
creditors. The new creditor eventually came to seek ledger ex¬ 
perience direct from the old. To facilitate the exchange of 
ledger experience the first credit interchange bureau was es¬ 
tablished about the first of the present century. Various other 
bureaus soon followed, and in 1912 a central bureau was opened 
in St. Louis to enable the various local bureaus to exchange 
information, thus widen their sources of information, and so 
increase the value of their service. In 1919, the National As¬ 
sociation of Credit Men took over the central bureau at St. Louis 
and have operated it ever since under the Credit Interchange 
Bureau Department of the National Association of Credit Men. 
While there are competing services, some of which will be re¬ 
ferred to later, this section refers only to the organization men¬ 
tioned. 

That there is full justification for such a service is at once 
apparent. Since antecedent information varies but little dur¬ 
ing the course of a year and, in fact, may not change at all, 
and since new financial information is generally available only 

2b0 
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once a year, the question arises as to why lodger experience, which 
is an everyday record, should be shackled to the more slowly 
changing parts of the usual credit report. Either the creditor 
must pay for and read the same antecedent and capital struc¬ 
ture information each time that he wishes to revise his credit 
information, or he must forego the benefit derived from fol¬ 
lowing from time to time his customer’s paying ability. 

Service without Profit.— The Credit Interchange Bureau is 
a medium only for the assembling and distributing of ledger 
facts. It has studiously avoided the offering of any i*ecoin- 
mendations or opinions, leaving to the individual credit man the 
task of determining whether each individual order and risk 
would properly match up. It strives to give ledger facts on a 
national scale. It is under the control of creditors themselves, 
but no creditor or group of creditors is in a position to dom¬ 
inate the bureau to their own selfish ends. Owned and operated 
by creditors themselves and for service to themselves, subscribers 
pay only the cost of operation. Credit exi)erience belongs to 
creditors, and, always ready to exchange it with each other, 
they have provided their own medium for doing so. 

A Means to Avoid. Duplication. —Credit experience was at 
first interchanged direct between creditors. Assuming twenty 
creditors of a single debtor, each of whom sought the experience 
of all the others, each would answer 19 inquiries on the same 
name, or 380 altogether, where 20 would have sufficed had 
there been a medium to circulate them among all. Privatelj’’ 
owned agencies might also have interrogated the twenty cred¬ 
itors in our imaginary case, thus swelling the duplication of 
expense and effort and adding to the confusion that now abounds 
in this feature of credit work. The Credit Interchange Bureau 
offers a medium for cutting out at least most of the direct in¬ 
terchange. Other agencies will no doubt continue to duidicatc 
the bureau’s and each other’s activities. Whether credit men 
should take a bold position and insist that all ledger experience, 
except direct communication between creditors, should be 
cleared through one source is a question which lies somewhat 
in the future. 

Need for National Clearance. —^Ledger experience, for the 
most part, has been available to credit men only on a restricted 
basis. Debtors have volunteered as references only those sup- 
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ply houses certain to give favorable information, and it has 
been difficult to get the names of other creditors through other 
sources. Creditors have formed trade groups, which will be 
further described in a subsequent section, for the purpose of 
exchanging credit experiences. These have not proved entirely 
satisfactory, for these groups are local and not national, and 
frequently a customer either buys from only one house in an 
industry or buys from only one house in an industry in a lo¬ 
cality. The trade group therefore finds among its members 
only one creditor interested in the name and possessing infor¬ 
mation on it. 

The only practical basis of effecting cooperation between 
creditors is to accept the customer himself as the basis for that 
cooperation. The aim is to bring the creditors of that customer 
together regardless of the lines of business in which they may 
be engaged, their locations, or the customer’s location. A fur¬ 
ther purpose is that all creditors should have available to them 
a single medium through whidi a customer’s buying and paying 
habits would be set forth. 

The present National Credit Interchange system was devel¬ 
oped, after trying several methods, over a period of years. The 
national system was a recognition that inter-market exchanges 
of information not only would be advantageous but were neces¬ 
sary to get the maximum value from tliis branch of credit 
information. 

Operation of the National Credit Interchange System.— 

Contrary to somewhat general opinion, the exchange of ledger 
experience information through the National Credit Interchange 
system is not developed through the central bureau located in 
St. Louis. The exchange of information is strictly between the 
affiliated local bureaus of the organization which exchange in¬ 
formation directly with one another on a purely cooperative 
basis. One local credit interchange bureau obligates itself to 
answer requests for information originating with all other local 
credit interchange bureaus. As a consequence of each local 
credit interchange bureau’s assuming this same obligation, a 
free, unrestricted exchange of information between all markets 
is developed. 

The central bureau located in St. Louis serves as a medium 
for coordinating the activities of the local credit interchange 
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bureaus. Just as the local credit interchange bureau maintains 
a record of those of its members from whom a given customer 
makes purchases, so does the central bureau maintain a record 
of the markets in which a given customer is making purchases. 
The purpose of the central bureau is to check the markets in 
which a customer purchases, and the markets in turn check the 
creditors from whom purchases are made. 

Operation of the Local Bureau.— Each member of the local 
credit interchange bureau files a complete list of his active 
accounts, including C. 0. D., cash-in-advance customers, etc., 
with his bureau. His list is recorded in the bureau tiles under 
the names of the customers. Ilis interest in each account is 
shown by means of a code number placed on a card carried un¬ 
der the customer’s name. Thus with the filing of the lists of 
all members, the card of a given customer contains a series of 
code numbers representing all of the members of the bureau 
selling that account. 

Contrary to opinion, these numbers need not be assigned by 
groups. Credit interchange clearance docs not take group or 
industry into consideration. When a clearance is made, all of 
the members of all bureaus selling a given customer are can¬ 
vassed for information regardless of their location or industry. 

After all members have filed their lists of customers with the 
local bureau, and as they continue to report the names of new 
customers to the bureau after their original list is filed, the local 
bureau in turn reports the names of tliose customers to the 
central bureau in St. Louis, which in turn establishes a card 
under the name of the customer and by a scries of code numbers 
indicates on that card the identity of each local credit inter¬ 
change bureau having one or more members selling that par¬ 
ticular customer. 

Thus when a member of a local bureau places a request for 
information on a given customer, the files of his bureau are first 
checked to discover the identity of other creditors in his market. 
At the same time, check is made through the central bureau at 
St. Louis which in turn discloses the other markets in which 
that customer is making purchases. These other markets are in 
turn notified to check their files and call upon creditors in their 
markets for information, which when available is forwarded to 
the bureau making the original request for information, where 
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it is assembled in report form and supplied to the inquiring 
member. 

During this process, copies of the report are relayed to and 
established in the files of all bureaus having members selling 
that particular customer. As a consequence of this procedure, 
the files of each local bureau contain the most recent reports on 


MEMBER INQUIRY AND REPORTING FORM 
CREDIT INTERCHANGE BUREAUS. IW PUia 6708 

19 E. Fayette Sl. Bdtmiore, Md. 

.Date. 

.....Business. 


Name. 

Trade Style 
Address. 



(CHw SU—r, Ctey. , I 


• tf wr. f.) 


WE HAVE FIRST ORDER $... 


IF ORDER WAS UNSOLICITED CHECK HERE □ 


WE HAVE REQUEST FOR SAMPLES □ -QUOTATIONS Q CATALOG Q 
WE HAVE HAD THE FOLLOWING UNSATISFACTORY EXPERIENCEr 

Q Taking uneaimd diseounte Q Maldng unjust claima -Q Countsrmandad order 

□ Returning merchandiae □ Checks returned 


SEND US REPORTS AS INDICATED BY CHECK BELOW: 
SINGLE REPORT □ AUTOMATIC REVISION REPORTS 4 MOS. □ 


e MOS. □ 


'Our previous experience as follows: Re| 

port Dollars Only. 

HOWJjONG 

sold 

DATE OP 

LAST SALE 

HlCHESr 

.CREDIT 

AMOUNT 

OWING 

(INCLUDI 

ajuUJL^jHl 

UNFILLED 

ORDERS 

TERMS 

OF SALE 

MANNER OF 
PAYMENT 








□ Discounts 

□ Pays When Due 

..Days Slow 


Comments:, 


List references and known souren of supply below: 


(Um NverSa alSe for fiirthar refarene**) 


No. 


Fio. 42.—Inquiry and reporting form. 


all accounts in which a member or members of the individual 
local bureaus are interested. 

The members of a local credit interchange bureau are fur¬ 
nished with blanks on which to make reciucsts for reports. A 
substantial percentage of requests are made by telephone, and 
tlie bureau is able to answer most of them from file. 

When as a result of a member inquiry the experience of 
other creditors is desired, another form practically identical 
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with the member inquirj- is sent to each member known to bo 
interested. The member fills in the desired information in detail 
and returns it to his local credit interchange bureau, where 
the information is then tabulated in report form as previously 
outlined. 



Fig. 43.—Form for reporting member’s experience. 


Unless listed for ‘‘Automatic Revision’’ reports are not re¬ 
vised at periodical intervals. The revisions are made when 
requested by members. As a general practice, reports are not 
revised under 90 days. If the member, however, desires a strictly 
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up-to-date clearance in a shorter period of time, that is available 
to him on request. 

In serving a member, a series of reports on a single customer 
may be supplied to him. The first report that he receives will 
quite likely be a copy of a report of some previous date which 
will be stamped ‘‘Note date—^we are revising,’^ if that report 
is more than 90 days old. The member will then begin to re¬ 
ceive a series of up-to-date reports. The first of these will con¬ 
tain the information available in the local market. That report 
will be supplemented by other reports as information from other 
markets is available. The final report that he receives will con¬ 
tain all of the information available through all markets. 

Automatic Revision Service. —Credit managers have many 
accounts which they wish to place in the ^' watchcategory. 
Credit Interchange, through its Automatic Revision Service, 
insures the subscribers not only that the account will be attended 
to but that the subscribers will regularly and periodically be 
furnislied with up-to-date facts on the customer’s buying and 
paying habits. By referring to Fig. 42 it will be noted that 
the inquirer has the option of either a single report or may have 
the data automatically revised. 

Protection against Fraud. —One of the commonest forms of 
commercial fraud is facilitated through the abuse of credit. In 
the credit man’s i)arlance this is called buying for a ‘^bust.” A 
standard pattern is usually followed. Orders are broadcast in 
nominal amounts to every wholesaler and manufacturer whose 
name and location the ‘‘crook” can discover or whose salesmen 
call upon him. The one known method of combating this type 
of activity is to have some central reporting point to which all 
suppliers may transmit information on the orders received. 
First orders, unsolicited orders, or requests for samples, quo¬ 
tations, and catalogues when they are out of relation to the 
subject’s reasonable activity, are very definite warnings to 
creditors. It is for that reason that the Member Inquiry and 
Reporting Form (Fig. 42) covers these points. 

Analysis of Interchange Report.— A credit interchange re¬ 
port contains a veritable mine of information to those who 
analyze it carefully. Beginning with the left-hand column— 
Business Classification—the analyst has the opportunity of dis¬ 
covering the various types of merchandise handled by his cus- 
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tomcrs and the number of individual concerns in each industry 
from whom this merchandise is purchased. A caitvful analysis 
of this column will often disclose that a customer's purchases of 
a given lino of merchandise are being too greatly scattered 
among too many creditors and })articularly among too many 
markets. When a customer is discovered to be buying certain 
types of merchandise from distant markets wherein it is known 
that cost of transportation is an important factor, it is generally 
found that there are reasons for it. It may indicate inability 
to maintain necessaiy credit recpiirements in the local market 
because of faulty paying habits. Very often it indicates inex- 
f)erience and lack of business ability on the part of the customer. 
In some lines, it is a warning that the customer is attempting 
to carry too many varieties of merchandise. Tliis is an im- 
l)ortant factor because it may indicate lack of organization or 
selling ability and an effort to maintain in stock (‘very article 
of merchandise for which customers may ask. Unk'ss the cus¬ 
tomer is oi)erating a large (‘stablishnumt w(‘ll financed and having 
a substantial volume of trade, this is always a potential source 
of difficulty for him. Similarly, in the iwcmt of liquidation, it 
means a badly broken-up stock not r(‘adily salal)l(^ and generally 
composc^d of odd lots of merchandise for which tluuH^ is no market. 

How Long Sold .—This information does not usually indi¬ 
cate with any degr(*e of accuiracy the h‘ngth of time in which 
the customer has been engaged in business. Because of f)resent- 
day bookkeeping records it is difficult for cr(‘ditors to establish 
accurately the date of their first sak*s to a giv(*n customer*. Tlu^ 
information, however, is important in det(u*mining the degree of 
confidence which creditors sc'em to place in the account. It is 
particularly important in (*lH»(*king against possibility of fraud, 
since, unless a concern is Just beginning in busin(\ss, a large 
number of comments showing that the account has just recently 
been opened is an indication of difficulty or impimding trouble. 
It may mean that the customer is obliged to shift his source of 
su[)ply because of unsatisfactory cnnlit r(‘lationships, or it may 
m('an that he is cither deliberately or unwisely accumulating un¬ 
reasonably large amounts of merchandise. Information that a 
substantial number of creditors have beem s(*lling an account 
for a considerable p(;riod of time is an indicator of satisfactory 
relationships, also of good business ability and judgment on the 
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Fig. 44.—Illustrative credit interchange report. 
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part of the customer himself, showing as it does due regard for 
obligations; the maintenance of a well-ordered, carefully se¬ 
lected stock; and an attemy>t continuously to ca])italize on tlu^ 
advertising which he may have done over a considerable period 
of time. 

Bute of Last Sale .—This is the most important column on the 
report. The whole value and dependability of the report are 
dependent upon this factor. Other dates on the report may or 
may not have any relationship to the date on which the informa¬ 
tion was gathered. The Credit Interchange service is built on 
a system, which guarantees the impossibility of juggling or 
changing dates. The series of dates on the report show when 
the first attempt was made to gather information. The Date of 
Last Sale column, by showing the date of the last sale of the 
creditor, clearly establishes whether the information is reason¬ 
ably up to date, and the date in the heading of the report in¬ 
dicates that on which the final and full report was written. 

To illustrate: On the report on page 288 in the left-hand 
column under Market Designation, ‘‘Milwaukee/’ is shown a 
number “1123-128.” Milwaukee being the first market shown 
on the report indicates that the retpiest for the information 
originated in the Milwaukee market, and the figure 1123 indi¬ 
cates that tlu^ request for information was received by the IVIil- 
waukee Credit Interchange Bureau on Nov. 23. 

In the left-hand column under the New England market ap- 
{)ears the number “1126-359,” indicating that the request 
originating with Milwaukee was received in the New England 
bureau on Nov. 26 and that members of that bureau were can¬ 
vassed for information as of that date. These market datings 
dare not be changed, since the attempt to change them would 
automatically throw the whole system of clearance into disorder. 

The Date of I^ast Sale column is the acid test of the infor¬ 
mation, since it at all times shows whether the experience in¬ 
dicated covers recent transactions or is generally oTit of date. 
Compared with How Long Sold, Date of Last Sale is an im¬ 
portant factor in determining the degree of confidence placed in 
the customer by the creditors. This is particularly true in a 
situation such as the one outlined in report No. 2, where 
it is evident that this customer has practically effected an agree¬ 
ment with his creditors that in consideration of his meeting his 
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current purchases promptly they would allow him a reasonable 
h‘ngth of time on older indebtedness. 

One of the definite and certain ways by which creditors can 
rciduce present-day bad-debt loss is for them to make it a general 
practice to check carefully all of the dates {jfiven in connection 
with ledger experience information accumulated from any 
source and particularly dates of last sale as shown by creditors 
contributing information. Ledger ex])erience is a most valuable 
ty|)e of information provided the date of a(*cumnlation is known. 
That information lacking, it can come to be a most dangerous 
type of information, as is indicated by the way in which fraud 
I)romoters sometimes utilize ratings based on ledger experience 
information for the promotion of their schemes. 

Spread of Account .—Another feature' is about to be added 
to Credit Interchange Service. An additional column showing 
date of oldest open item as compared with last sale will be 
incorporated. This additional information will be extremely 
valuable for quick measurement and com])ari!-:on of experiences 
between creditors. In this coniKHdion, one very ])rofi1able usage 
of Credit Interchange Sendee is frequently oviTlooked, namely, 
its value in determining the sincerity or nu'rit back of a cus¬ 
tomer’s claim for an adjustment of «*iny nature. 

On the report on page 288 will be found one comment— 
“Claim in attorney’s hands.” An actual check-up on this item 
disclosed that the customer had all along contended that he had 
returned one item of merchandise valued at af)proxiTnately $3, 
and he declined to pay the account until credit in that amount 
had been allowed. The claim was plac(*d with an attoiiiey as 
noted, upon which the customer prom])tly ])aid $11, and the 
creditor was agreeable to settlement on that basis. Many profit¬ 
able accounts are lost because of arguments, claims for allow¬ 
ances, credits, etc., made by the custorru*r and in which lie is 
sincere. Sometimes these originate through oral understanding 
with salesmen or in some other manner. Adding the feature 
of Spread of Account to credit interchange reports should en¬ 
able creditors more accurately to measure the fairness of cus¬ 
tomers’ claims, in addition to permitting them to make a quick 
comparison of the age of the outstandings of the customer with¬ 
out referring to the Manner of Payment column and making 
the necessary deductions based on dates, etc. 
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Fig. 45.—Illustrative credit interchange report. 
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Highest Credit .—This column is not intended to show the 
f^reatest amount of credit which would be allowed the customer. 
It is very frequently helpful, however, particularly in the case 
of concerns slow in payment, as a comparative figure against 
amount owing, a comparison which will show whether the cus¬ 
tomer is continuing his indebtedness at the highest mark estab¬ 
lished or is being successful in gradually reducing it. Generally 
speaking, when thci amount owing is equal to the amount of high 
credit, it is a good indicator that the customer is at the maximum 
of his business difficulties, and it frequently presages difficulty. 

Of course, this does not apply during periods when business 
is steadily improving and the customer’s purchases increasing 
as a consequence. That sort of situation, however, is readily 
checked by reference to the manner of payment. 

There is one exception to this, and that again is in the case 
of fraud. The professional fraud promoter always makes it a 
point to have his bills paid promptly up to the time lu^ begins 
the promotion of his scheme. But some check against fraud has 
already been established, and some comments on it will be made 
later under other headings. 

Amount Owing .—Contrary to somewhat common belief, the 
Credit Inter(*hange Service does not claim that the amount 
shown as owing on a report is representative of the total in¬ 
debtedness of the customer. It varies quite materially from time 
to time according to seasons in various industries. Nevertheless, 
knowledge of the business in which the customer is engaged will 
enable the analyst to make comparisons of reports issued over a 
|)eriod of time which will be very helpful in determining the 
general trend of the customer’s affairs. 

Amount Past Due .—This column needs little explanation. 
Generally speaking, it is the first indicator of difficulty on a 
report. When amounts owing are generally past diu^ in total, 
a serious situation of affairs is indicated. At the same time, this 
column is a good barometer of improved conditions, as is illus¬ 
trated on the report on pages 292 and 293, where the past-due 
amounts are generally less than the amount owing, and this in¬ 
formation taken in connection with the date of last sale clearly 
indicates that here is an instance where creditors are working 
with a customer in an effort to overcome his difficulties; from the 
report it is apparent that he is making some progress. 
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Unfilled or First Orders .—Since it is recognized that because 
of the manner in which future orders are handled by members 
only a small percentage of them are apt to appear on a credit 
interchange report, it is coming to be generally accei)ted that 
the principal value of this information is in ])rotection against 
over-buying schemes of one sort or another. One reason for 
its continuance in the rei)ort is the rule under which Credit 
Interchange Service o])erates, that an incpiirer must have a 
previous experience with or a bona fide first order from the 
concern on whom he makes iiuiuiiy. In one sense, this column 
is a guarantee that Credit Interchange Service is not being 
used for sales i)romotion purposes. 

Terms of Sale.—hi itself, the information in this column is 
particularly valuable at times in analyzing manner of ])ayment 
when it is indicated that there is a variation betwi'on the treat¬ 
ment of various creditors. Quite often, discounts of vaiying 
sizes result in the ])rompt attention to some accounts, while 
others offering no discount arc ])ermitted to run slow. The 
creditor, too, has the opportunity of determining the basis on 
which other creditors are selling the customer. It is often 
noted in slow-])ay accounts that the terms are gi'uerally C.O.D., 
cash in advance, or sight draft bill of lading, which is in itself 
an indicator that other creditors have discontinu(‘d credit ac¬ 
commodations because of ])revious ex])erience with the customer. 

This is not to be taken literally, since there are many classi¬ 
fications of business where usual terms an^ C.0.1). or S.D./B.L. 
Business classifications should ahvays be check(‘d carefully before 
arriving at any final conclusion with reference to these terms. 

Manner of Payment .—In the main, this is merely a summary 
of the experience of the creditors as indicated ])y the ])rec(*ding 
columns on the report. In effect, it is the summary of the ex¬ 
perience in convenient form for (iiiiek, ready reference. It must 
be remembered, however, that the acid test of credit respon¬ 
sibility is not to be found merely in whether a customer discounts, 
pays when due, or permits his accounts to run slow. There 
are many other important contributory factors outlined in the 
other phases of the report which must be carefully studied if a 
clear and accurate analysis of the account is to be made. It 
must be remembered that there are many lines of industry in 
which terms are such as to make it almost essential that a cus- 
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tomer discount his bills if he is to continue his credit accommo¬ 
dations. Particular care should be exercised in analyzing the 
affairs of those customers where the manner of payment infor¬ 
mation is contradictory. Generally, there are good and sufficient 
reasons for variations. Terms, discounts, personal acquaintance¬ 
ship, policies in an industry, or a market—all have a bearing 
on manner of payment. 

Similarly, here again is a point where date of last sales is of 
vital importance, since in many instances where manner of pay¬ 
ment seems to be contradictory, an investigation will disclose 
that the variation is due largely to the time element; that is, a 
customer may have been slow on purchases made 6 months ago 
but be discx)unting his accounts with those who have sold him 
recently, thus clearly indicating that he is making progress. 
When the reverse is true, it is likewise an indication that the cus¬ 
tomer is losing ground. 

It is unfortunate but true that in many instances the only 
analysis made of credit interchange report is a casual glance at 
the manner of payment. Excepting only for those accounts 
which are very good or very unsatisfactory, this method of 
analysis can be both erroneous and costly. No singles column or 
phase of the report can stand alone. The report represents an 
accumulation of those facts which experienced credit executives 
have determined are essential tu an accurate appraisal of a cus¬ 
tomer’s standing. Manner of pajunent alone is not satisfactory. 
It must be analyzed only in the light of the other important facts 
which appear elsewhere on the report. 

Comments .—In general, comments are only an elaboration on 
facts stated elsewhere on the report. They arc particularly valu¬ 
able, however, in the case of those customers who make it a 
general practice to take unearned discounts, make unauthorized 
returns of merchandise, and do those other things which are gen¬ 
erally considered as unethical practices. Conversely, they are 
often l'.e^y>ful as a delineator of the progress being made by a 
customer. 

Comparison of Reports. —^As indicated elsewhere, when a 
member makes a request for a credit interchange report, the 
general practice is immediately to send him a copy of any pre¬ 
vious clearance in the files of the bureau. Oftentimes this infor¬ 
mation is more up to date than the member can secure through 
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any other source. In every instance, it is valuable for compara- 
tive purposes. 

All of the facts are disclosed by that comparison. Not only 
is the improvement in the paying record shown, but in analysis 
of such columns as High Credit, Amount Owing, Amount Past 
Due, etc., those columns are generally very clear indices of prog¬ 
ress or lack of progress. This is so not only with reference to the 
general standing of the customer but also it indicates wliether lie 
is conducting his business in accord with the general trend of 
affairs, whether his purchases are being reduced when business is 
slacking up, whether they are increased when business is im¬ 
proving, and whether he is either reducing or increasing his 
inventory as business justifies. A little study and analysis of 
comparisons will quickly enable the credit manager to develop 
a vast fund of vital and valuable information from these com¬ 
parisons. 

In Conclusion. —A credit interchange report is a clear, well- 
arranged, and organized statement of facts. Information of a 
personal nature is never permitted to enter into it. The iier- 
sonal opinion of individual creditors is not incorporated. Con¬ 
tributors to the report are ])ermitted to make a clear, frank state¬ 
ment of their experience with the customer and nothing more. 
The credit interchange bureaus make no attempt at recommenda¬ 
tions. Many believe that much of the harm which has ri'sulted 
from unwise credit in the past has come about through heads of 
business retaining and continuing credit departments as under¬ 
paid, under-rated, unimportant adjuncts of the business; that 
this opinion of credit departments generally has as its foun¬ 
dation the belief that the credit manager is not obligated to use 
his own experience, knowledge, and judgment; that he can de¬ 
pend entirely upon ratings, recommendations, and conclusions 
prepared by and offered to him by outsiders. Operating on that 
basis, the credit manager becomes not an executive but merely 
a clerk. 

The National Association of Credit Men recognizes that any 
improvement in the mercantile credits of tlie nation can be 
brought about only by gaining greater recognition from the 
heads of business of the importance of their credit departments 
and of the vital part that the credit manager plays in the wel¬ 
fare of the business. It is on this premise that the credit inter- 
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change bureaus have adopted the policy of confining their activi¬ 
ties to the accumiilating and distributing of facts—and facts 
only—placing these facts before the credit manager with the 
belief that he, because of his knowledge, experience, and 
ability, is in a much better position to analyze them than any 
outsider. 

To illustrate this: The credit manager has before him two 
orders: one for merchandise on which there is a large i)rofit; 
the other for items which are carried for accommodation of 
customers and generally sold at no profit or perhaps a slight loss. 
No outside organization, it is held, can make intelligent recom¬ 
mendations to govern under such circumstances. It must remain 
for the credit manager to secure the facts for himself and then be 
guided strictly by his own judgment and in the light of his ex¬ 
perience and acquired knowledge of the business which he is 
serving. 

Advantages and Disadvantages. —^No single source of credit 
information is without its critics. Among credit men credit in¬ 
terchange has its sponsors and its detractors. In order to permit 
the student of credit to weigh its advantages and disadvantages, 
they are briefly summarized here. 

Among its desirable features, according to some credit man¬ 
agers, is tlie fact that ledger experience is both sought and ob¬ 
tained without disclosing the identity of either party. This 
would not be possible if it were necessary to resort to direct 
reference. 

Total clearances are cut down. In cases where this is not 
true, its corollary is: For the same number of inquiries a 
greater number of ex])eriences is available. 

It is not limited as to location or industry. It is a method 
which locates other creditors for the subscriber. 

It is termed up to date information, and, as has been shown, 
its reports will range, in fact, from current to 90 days with the 
average ])robably actually under 45 days. 

It gives the subscriber facts, and not opinions, upon which 
to base his decision. It should be particularly valuable on the 
smaller accounts where greater reliance is ordinarily put on the 
man and his management than on financial structure. 

It discloses favoritism, that is, prompt payment to some 
creditors while others are allowed to wait. 
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Finally, the information can in f^encral be relied upon, for 
it comes from reliable houses. 

Opposed to those statements advancin{» the favorable fea¬ 
tures of interchange, some credit managers offer certain ob¬ 
jections. 

Interchange tends to supplant direct communication between 
creditors. When direct communication is limited, as is so often 
the case, to ledger experience only, tJie w^eight of this complaint 
is greatly lessened. Fuller discussion b(‘twe(‘n credit men of a 
mutual account is not stopped by interchange. It is significant 
that the National Association of Credit Men, realizing that much 
direct interchange is merely a routine of sup])l.ving ledger ex¬ 
perience, is discouraging direct interchange. 

Another complaint is that the membership is not sufficiently 
great to include more than a fraction ol! the cnslitors of the 
country. Hence reports rarely include the experiences of all 
creditors. 

Credit managers assert that it accentuates a bad situation 
where a debtor is in financial embarrassment. The rei)ort, it 
should be remembered, can also disclose the cooperation of the 
creditors and their confidence in a di*btor who is in difficulty. 

Then, too, there arc those who complain that answering in¬ 
quiries is too burdensome. 

Others say that it takes too long to get a comph‘te clearance, 
though they may admit that a fresh clearance cannot be made 
more quickly by any other method. 

Finally, new businesses are not covered by this system. Busi¬ 
nesses, however, do not remain new. The system covers them as 
soon as their first purchases become due. 

Group Exchanges. —What may, for w^ant of a better term, 
be classified as group exchanges takes a variety of forms. Some¬ 
times a few concerns in a given line in a singhi market join 
together in exchanging information. In other instances, ex¬ 
changes of information are promoted through a given industry, 
either through its trade association or otherwise; or single mar¬ 
kets or locations join together in an exchange of information. 
There are, too, a wide variety and numbeu* of privately owned 
or pscudo-cooperativcly owmed organizations operating as me¬ 
diums for the exchange of information in an industry or in 
two or three industries or in sections or otherwise. Some group 
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exchanges have been organized and operated under the Credit 
Interchange system. 

Operation of Group Exchanges. —As great a variety is 
found in the methods of operation of group exchanges as in their 
forms. Some, within their restricted fields, duplicate the activi¬ 
ties of credit interchange. Others report the members^ code 
numbers and furnish subscribers with a key to code numbers 
so that the identity of reporting creditors can be determined. 
Others merely list their customers with a central office. A card 
index is then made of all customers bearing the code numbers 
of each member selling the individual customer. The service 
consists in advising members, upon inquiry, of the names of 
other members selling the account. Communication is then direct 
with each creditor. 

One method of operation, usually restricted to small groups, 
is to list the names to be cleared on a sheet, a copy of which is 
sent to each member. Information is filled in, and, when all 
have reported, the data are tabulated and sent to the inquiring 
member. Usually, each contributing member may have a free 
coi)y of the report if he wishes it. 

A common method of conducting these group activities is by 
])eriodical meetings attended in person by the members. These 
frequently take the form of luncheon engagements, which may 
account, in some degree, for the success of the method. Lists 
of debtors are usually prepared in advance and circulated among 
the members so that each member may be prepared to disclose 
the experience of his house. Discussion, which may be both par¬ 
ticular and general, follows the luncheon. 

Advantages and Disadvantages. —The value of credit groups 
is unquestioned. If they did nothing more than promote the 
proper spirit of friendship and fellowship among those in an 
industry, they would be well worth while. However, they can 
go much farther than that. Properly organized and operated 
they can be made to serve as an extremely valuable medium 
for keeping customers out of the bankruptcy court, by rehabili¬ 
tating them before their affairs reach the hopeless stage. They 
can do much toward the elimination of unfair and unethical 
business practices. They can contribute largely to the elimina¬ 
tion of the price cutter, for, after all, terms and discounts are a 
component part of price, and competition in credit is just an- 
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other species of price cutting and perhaps after all the most 
damaging and difficult to control. Best results to creditors are 
visualized when all industries are organized into groups nation¬ 
ally or locally, as may be required for eoo])eratk)n in matters 
of credit. 

On the other hand, there are disadvantages. Occasionally, 
an exchange agency will be found, privately owned or with an 
unscrupulous management not thoroughly super\’ised, which uses 
the information obtained as bait for collection and liquidation 
business. In other instances, the service is offered as a means 
of bolstering up trade associates which find it difficult to main¬ 
tain their membership. 

In a sense, these groups may be discriminating against other 
creditors. Assume a business which makes its purchases from 
members served by two different groups. Each creditor must 
confine his information to that to be secured from his own gi*oup 
only. Carrying the assumption farther, we may easily conceive 
of two or three creditors precluded from any information, since 
they might not logically belong to any group. 

Therefore, it is asserted that credit-group activity, while es¬ 
sential and important, should at all times be predicated upon 
an exchange of information covering all of the creditors of a cus¬ 
tomer—in other words, that there should be a single medium 
through which all would exchange their ledger experience in¬ 
formation. 
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Text and Research Questions 

1. Why should ledger experience be divorced from antecedent and finan¬ 
cial information? 

2. a. What reasons are there for exchanging ledger data direct between 

creditors? 
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h. What reasons can you advance against the direct exchange of 
ledger data between creditors? 

c. What infomation other than ledger data is possible of exchange 
only by direct communication between creditors? 

8. Estimate the length of time that it would probably take to get a 
national clearance from bureaus in? Chicago, Philadelphia, Milwaukee, Bos¬ 
ton, and central New York. The inquiry originated in Philadelphia. 

4. Interchange depends upon cooperation of its subscribers. Is this a 
strength or weakness of interchange? Why? 

5. Study the report on pages 288 to 289, and answer the following ques¬ 
tions, stating the reasons for your conclusions: 

a. In what lino of business is the subject engaged? 

h. Is it a large, medium, or small business? 

0 , Is it a new or long-established business? 

d. Is its credit restricted, or is it able to buy freely on credit? 

e. Are creditors fully satisfied with the account? 

6. Assume that you are credit manager for one of nine concerns in your 
city manufacturing men’s shirts, collars, hats, and hosiery. All sell about 
the same trade. Three are millicm-dollar concerns, two have a net worth of 
about $85,000 each, and the others have from $5,000 to $20,000. Your con¬ 
cern is one of the largest. How would you suggest that the group should 
exchange credit experience? 



CHAPTER XV 


PERSONAL INVESTIGATIONS AND BANKS 

Personal Investigations. —Maiuifaetiirers, wholc^sahM-s, and 
banks located in the larger business centers avail tlieinselves of 
the opportunity to call upon each other personally through their 
credit departments for credit information. The business house 
which is somewhat isolated does not have the same opportunity. 
When a credit department finds other vendors, witliin reason¬ 
able proximity, selling to its customers, a personal interchange of 
credit information often produces valuable information. It has 
several advantages over any other method of exchange of infor¬ 
mation. Foremost, among these advantages, is the speed with 
which the information can be compiled. 

Speed in the credit department, as has previously been 
emphasized, is an absolute essential in the modern credit depart¬ 
ment. By a personal investigation only so much time is recpiired 
as to permit one or more investigators to call upon or to tele¬ 
phone the references available, or to “take the name through the 
market. ’ ’ ^ 

A second advantage is the superior ty])c of information 
obtained. The efficient investigator will learn more, as a general 
thing, through a personal interview with a creditor than would 
be obtained by correspondence. This is so because personal 
acquaintance begets confidence, and also because the creditor will 
say more than he might be willing to commit to paper or more 
than he would take the time to write. A third advantage is 
that the investigator receives up-to-the-minute information. This 
is of considerable importance in any industry where the credit 
condition can change almost overnight. Credit men sometimes 

1 This is a common expression in New York credit circles. It means 
calling upon all, or practically all, of the available sources of supply for 
credit information. Thus the consensus of opinion of credit men in the 
industry is obtained. Opinions are thus obtained, not only from references 
given but from creditors whose names may not be given, and from credit 
men who may have rejected the account as well. 
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hesitate to give certain information of a derogatory nature to 
agencies to be broadcast, but the same information might be 
freely imparted to an individual creditor to whom the exact 
condition could be carefully explained. 

This method of credit investigation is largely employed by 
banking houses in all centers where there are enough bank or 
mercantile creditors to make the method feasible.* 

Investigation by Telephone. —The oral investigation is con¬ 
ducted, to some extent, by telephone as well as by personal 
interview. Some houses, however, refuse to give any information 
by telephone, both because the identity of the inquirer cannot 
be definitely determined, and because the telephone makes an 
arbitrary demand upon the time of the one furnishing the infor¬ 
mation. Where the voice of the inquirer is unknown, the first 
disadvantage is often overcome by the dispenser of information 
promising to call back in a few minutes with the information. 
The information is thus sure to reach the house from which the 
call is purported to come. 

The use of the telephone, as a means of exchanging credit 
information, seems to be increasing. While it should be used 
with discretion, the telephone is too valuable an instrument to 
be discarded altogether for this purpose. 

Qualifications of Investigator. —Credit men seem to have 
very different views of the qualifications necessary for an investi¬ 
gator. At least, investigators are encountered in credit work 
with widely divergent qualifications and abilities. In the writ¬ 
er’s opinion those who call at credit departments for credit 
information might well be classified as investigators and mes¬ 
sengers. The latter have no real idea of their task or how to 
go about it. They may have a few set routine questions which 
are asked but these might as well be asked by mail. Such an 
investigator elicits no more information than would a written 
inquiry. In fact, he merely replaces a two-cent stamp. His 
superiority over that means of communication lies merely in 
his ability to bring in a return a little more promptly. 

The true investigator is a valuable assistant to the credit 
department. He is a reporter with some of the instincts of a 
(h'tective. In addition to natural ability and aptitude for the 
v.’ork of an investigator, he needs training for and training in 

2 Brokerage houses, too, are sources of information, particularly to the 
bank investigator. 
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the work. To elaborate somewhat upon his qualifications, the 
credit investigator, usually a young man, should have a i)leasing 
personality with some aggressiveness or, let us say, pertinacity 
coupled with a large amount of tact. His training will have 
given him a knowledge of the fundamentals of credit department 
work and a knowledge of the set-uj) of the industry with which 
he is connected, together with its market. The true investigator 
will have some ability in the analysis of a financial statement 
He will study the market to know where information may be 
obtained and the quality of that information. The investiptor, 
who knows where to go and how to get information, receives a 
ready hearing at credit departments. The one who asks every 








306 CREDIT AND COLLECTION PRINCIPLES AND PRACTICE 


THE OBLIGATIONS OP THE MAKER AND RECEIVER OF AN 
INQUIRY IN THE INTERCHANGE OF CREDIT 
INFORMATION 


When one credit department asks 
another to detail its experience with a 
certain buyer, we have a delicate sit¬ 
uation around which must be thrown 
well understood safeguards. 

The inquiring department should 
observe the following general rules: 

1. It must know that the making of 
the inquiry is necessary, for indiscrim¬ 
inate making of credit inquiries hurts 
the credit interchange system because 
it develops unnecessary labor. The 
inouirer, therefore, must be reason- 
ablv certain that the party inquired 
of has something to contribute which 
shall bear upon the risk in question. 

2. The inquiry must be made on an 
order in hand or a ledger account. The 
making of inquiries on prospective 
customers when the inquirer explains 
or omits to explain that he has no 
order or experience but is mevely en- 
deayoring»to size up the desirability 
of a buyer, leads to restless complaint 
against the interchange system. 

8. The inquirer most accompany 
his inquiry with an accurate explana¬ 
tion of the reason for makhig it and 
also give his experience with the ac¬ 
count. If the inquiry is made on a 
first order, he must so state, with the 
amount of the order. The making of 
inquiries without the disclosure of the 
inquirer’s exact experience has cre- 
atM in the minds of some credit men 


a disinclination to interchange with 
credit departments. 


On the other hand the credit depart¬ 
ment inquired of should observe gen¬ 
erally the following: 

1. Give its exact experience, to fall 
short of which is to hurt the inter¬ 
change system and direct a blow at 
a tremendously important institution 
in modem day business. 

2. Place the duty of answering in¬ 
quiries in responsible hands and not 
leave it to unqualified assistants who 
are indifferent to the importance of 
the system. 

8. foform the J[nqnirer whenever 
he has failed to esr^ out his part 
under the interchange system, this 
being necessary to correct the faults 
and abuses which some through care¬ 
lessness, others through blind ob¬ 
stinacy, have imposed upon inter¬ 
change. Merely to ignore faults and 
abuses gets us nowhwe. 


The Oflicers and Directors of the 
National Association of Credit Men 
urge the importance of tike obser¬ 
vance of these general lines cH ac¬ 
tion on the part of the receiver and 
giver of crMit information to tiie 
end that the system may do its best 
work and contribute to that safe 
clearance of risks which every credit 
department should, for the good of 
itself and all, work consistently to 
support. 


A stomped addressed envelope sbould accompany the Inquiry 


Fig. 46b.—Form of interchange report recommended. (Reverse.) 

distributor on every name gets scant consideration and less in¬ 
formation. The few who stand out among the hundreds of 
mediocre investigators will be the outstanding credit men of the 
future. The investigator who asks unnecessary questions and 
is tactless may become no less than a pest in credit departments, 
and is treated accordingly. 

The efficient investigator will carefully inform himself of 
the status of the account in his own office, whether it be a new 
account or one under revision. The investigator who asks in¬ 
formation should be in a position to give some information.* 

3 Bank investigators will rarely give credit information. This is not 
because banks are unwilling to cooperate. In most instances the investigator 
is not sufficiently familiar with an account to reflect accurately the bank’s 
attitude toward it. The investigator, therefore, is instructed tactfully to 
refer to his bank such requests for information as he may receive. 
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Even if the account is new, that fact, and the size of the order, 
should be known. Rumor mongers and talebearers, however, 
soon become known as such and, consequently, they are not 
intrusted by credit departments with the more confidential and, 
at the same time, more valuable credit information. 

While it is not the function of the investigator to make the 
credit decision, his advice and counsel arc often sought, lie may 
thus indirectly influence the credit decision. Through his closer 
contact with the market he more closely senses tlie attitude of 
the market toward the risk. He receives impressions which it 
may be hard to convey in the cold facts of his report. Alto¬ 
gether, the qualified investigator is a most valuable assistant in 
a credit department. 

Information Secured by Investigators.— Ever since credit 
has been used in business, purchasers have been educated to 
submit to prospective vendors the names of those who could 
testify as to the buyers’ credit worth. These references usually 
form the nucleus from which the investigator works. While 
too much importance should not be jdaced upon information 
received from these ‘'hand-picked’’ references, they are often 
valuable in supplying other leads to the investigator. More 
valuable results arc usually obtained by taking a name through 
the market, as explained in a previous paragraiih. The methods 
of conducting the investigation will naturally differ according 
to the preliminary knowledge of the name under investigation. 
In most industries there will be found a few large distributors 
from at least one of whom a rcfenmcc upon almost any name 
can be obtained. These large distributors arc valuable not only 
as a starting point but because their credit men arc considered 
excellent judges of credit and in close touch with the affairs of 
their customers and conditions in the industry. The credit man 
making an investigation should be cautioned against placing 
too much importance upon the paying experience of these large 
distributors. Weakness may be discovered through the experi¬ 
ence of a smaller vendor whose standard of credit may not be 
so high as that of the larger house. The small vendor often 
is not in a position to force as prompt payments as the larger 
distributors do. 

The investigator should usually confine himself to questions 
relating to the ledger experience of the vendor and to the ven- 
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dor^s attitude toward the account. Frequently, the one answer 
ing the inquiry will anticipate the questions of the investigator 
by giving a complete and concise statement covering the case. 
When this is done, the interview should not be prolonged by 
non-essential questions, or questions asked just from habit. 
The type of questions to be asked both of the mercantile house 
and the bank have been discussed in previous sections and do 
not need repetition. 

The investigator should be sure that he understands the sig¬ 
nificance of the information given. In the New York market, 
for example, there are found certain common expressions more 
or less ambiguous and subject to misinterpretation. A few of 
them follow: 

1. “They pay promptly.” 

Payments reported as prompt by one seller might be 
reported as 2 weeks slow by anotlier. 

2. “They discount.” 

By another house the same ])ayment might be described as 
anticipation. Either description might properly be applied 
to a 10-day payment on terms such as 2/10 net 60. What 
does the statement mean when the terms arc, for example, 
6/10/00 extra? Does it mean payment in 70 days or at some 
previous date? 

3. “Our limit is $1,000.” 

Do they buy the limit, or only a hundred dollars or so? 

4. “They are slow.” 

This may mean to one credit man 5 days and to another 
60 days. 

5. “They anticipate.” 

Do they anticipate voluntarily or by request? 

6. “We turned it down.” 

For what reason? 

7. “The account is satisfactory.” 

It may be slow and yet satisfactory to some houses. The 
word “satisfactory” is too indefinite. 

8. “It is a small account.” 

Does the selling house discourage the buyer or is it small 
of its own volition? 

The above are merely samples of representative statements, 
and the comments while not complete, are suggestive of the 
ambiguities that may exist in credit references, 
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To sum up, the concern which presents a good credit risk 
will be found through the trade investigation to pay promptly, 
to buy in logical markets from logical sources of supply, to 
trade fairly, and not to confine its sales to too few customers. 
In addition, it will be conservative or at least not speculative; 
it will confine its purchases to a reasonable number of vendors, 
and will devote its interest, energy, and capital to its own 
business. 

Banks as Sources of Information. —Banks are valuable 
sources of reliable credit information, particularly in regard 
to borrowers of the bank. While this statement hardly needs 
any elaboration, it may be well to i)oint out that banks usually 
make a ver3’' careful and thorough investigation before an unse¬ 
cured loan is made, and, in addition, if the bank has had the 
account for any length of time, the facts of the investigation 
are supplemented by the bank’s experience. As the general 
standard of bank credit is high, it is reasonable to assume that 
the borrowing customer enjoys a comparatively good credit 
standing. Unless, then, the bank loan is based upon collateral, 
or some other form of security, it may be assumed that the 
bank has a thorough knowledge of its borrowing customers. 

In addition to its borrowing accounts, the bank usually has 
information on two other classes of accounts, namely, its check¬ 
ing accounts and businesses investigated in the course of its 
new business activities or as a result of credit investigations 
arising from customer’s or other bank’s inquiries. The bank’s 
knowledge of the checking account may be limited to its obser¬ 
vation of deposits, balances, and checks which pass through its 
hands. On the other hand, the bank may have a credit file, as 
a result either of an investigation, or of information which 
may have come to it without solicitation. As one of its services 
to another bank or to a customer, a bank will frequently have 
occasion to investigate an account with which it may have had 
no direct contact, the thoroughness of this investigation natur¬ 
ally varying with the circumstances. The conclusion to be 
drawn is, that while banks, like most sources of information, 
vary in the quality and the quantity of information that they 
possess, as a class they are in possession of much credit informa¬ 
tion. Furthermore, since the statement, oft made, that credit 
centralizes in the banks is no doubt true, they ought to be a 
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potent force in controlling the volume and standard of credit 
not only through their own loans, but also through the influence 
of their recommendations to others as well. 

Although often i)ossessing the information desired, banks 
are not always productive of as much valuable credit informa¬ 
tion as might be expected. This fact is worthy of some discus¬ 
sion. The discussion should be prefaced, however, with the 
statement that the causes of this condition arc only partly the 
fault of the banks, and that these causes are constantly being 
corrected. Some credit men have a prejudice against the bank 
report because they doubt the reliability of the information 
given. Indeed, they go so far as to say that occasionally a bank 
will make a favorable report upon a borrowing customer 
because, if an unfavorable report is given, mercantile credit 
will be denied to the bank’s customer and, without merchandise, 
funds cannot be raised to repay the bank loan. This thought 
can be generally denied. Banks have too much integrity to 
resort to such practices. A much more ])robablc cause for dis¬ 
satisfaction upon the part of the mercantile credit man with 
bank information is due to a lack of understanding between 
the mercantile inquirer and the bank dispenser of information. 
The mercantile credit man complains that the bank does not 
respond with the frank and detailed information with which 
the mercantile credit man greets the inquiries of the bank. 
This statement is frequently true and the reasons are several. 
Some of these are cited. 

1. Banks foci that mercliandise creditors do not require or in some 
eases deserve as much detailed information as banks possess because, 
in the bankas opinion: 

a. Merchandise creditors accept a lower standard of credit and 
liave a wider margin of profit. 

h. The danger resulting to the merchandise creditor from a 
‘‘leak” is less because he may be one of many while the 
bank may be, in its class, the sole bank of account. 
e. The bank is the largest creditor, hence the risk is greater. 
d. The bank because of its semi-public position must exercise 
more care and caution in getting complete data, and, as 
a result, is charged with a greater responsibility in 
keeping it confidential. 

2. Banks have invited—and their standard of credit compels—^the 
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borrower to disclose the most confidential information. This confidence 
the bank does not feel at liberty to violate. 

3. Through experience banks have learned that ineivantile credit 
men do not always recognize the confidential nature of inforniation 
imparted to tliem by banks. Information thus gained has been re- 
jieated by the mercantile credit man to the subject to tlie detriment 
of the bank\s standing with its customer. 

4. The bank may fear its attitude toward its customer will lie mis¬ 
interpreted if exact details are divulged. A conservative policy 
adopted l)y its board of directors, or its by-laws, for instanct*, might 
require loans to be made by the bank only ui)on collateral or 
endorsement. This fact might also exiilain lack of detailed information 
in the bank\s possession. 

Many credit men do not have a clear idea of tlie kind of 
information that the bank can supply, nor do tlu'y in tlieir 
inquiries stipulate what it is desired to know. The general 
inquiry brings forth merely a general statement in regard to 
the subject’s credit. The result is dissatisfaction. S(‘veral sug¬ 
gestions might be made in order to improve the (juality of bank- 
credit information from the mercantile creditor’s standpoint. 
First of all, it should bo borne in mind that the. ndations 
between banks and mercantile credit men are re(*iprocal. Each, 
therefore, is entitled to recedve as well as obligatc'd to give credit 
information. An improvement in the information received by 
mercantile credit men from banks would no doubt result from 
a more strict observance on the part of mercantile credit men 
of the code of ethics relating to interchange. More detailed 
replies would result from more detailed inquiries. A sense of 
greater responsibility toward credit inquiries of mercantile 
houses should be developed on the part of the bank. Banks are 
inclined to feel only a general obligation to give information 
to a stranger. It is well to point out that, in giving information, 
the bank is performing a service to its customer as well as to 
the inquirer. 

How to Use the Bank. —In regard to using the bank as a 
source of credit information, a few comments may be made. 
Inquiries are both oral and written. The vast majority of in¬ 
quiries are written, and the temptation is to use form letters for 
the sake of economy. Form letters are of two kinds: 
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a. Printed or multigraphed form letters with spaces for 
filling in name, address, and other pertinent items. 

b. Individually typed and signed form letters. 

The latter, while more expensive, are preferable to the 
former. The economy of the former, however, may decide in 
favor of its use. In any event, be sure that the form used 
exactly fits the case in hand. The letter should embody with 
few exceptions the following essential facts. 

1. Address the credit officer by name and title (if known). 

2. Give accurately the name, address, and business of the subject. 

3. State whether bank has been given by subject as a reference. 

4. State the jiurpose of the investigation. 

5. Indicate in detail the information desired. Inform the bank if 
other inquiries are being made in the same city. 

6. Offer to reciprocate and assure your correspondent of the 
confidential treatment of his reply. 

7. Sign the inquiry and give your title. 

The oral inquiry may be either in i)erson or by telephone. 
The results obtained in the personal interview with the bank 
will depend upon the ability and the personality of the inquirer 
if there has been no point of contact previously established. 
The credit man is advised to cultivate as wide an acquaintanec 
among bank credit men as possible. When the bank credit man 
knows and has confidence in the inquirer, information is much 
more freely given. Information is also more full and detailed 
when the bank feels some obligation to the inquirer. This may 
result from the nature of the information given the bank by the 
mercantile house, or from the fact that the inquiring house is 
a present or prospective customer. Inquiries by telephone 
should be subject to the same precautions on the part of the 
bank and the inquirer, as have been discussed in previous 
paragraphs. 

A final suggestion is made that, if full information is 
desired, or a considerable investigation has to be made, the mer¬ 
cantile credit man may ask his concern’s own bank to make the 
inquiry for him. When this is done, results are usually more 
satisfactory because of the fuller exchange of credit information 
among banks than between banks and mercantile houses. The 
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credit man is cautioned not to make tliis a general practice. The 
bank will, however, be willing occasionally to perform this 
service for its good customers. 

Information from Banks. —Infoimation is sought through a 
bank to obtain either what the bank has learned through its in¬ 
vestigation, or the experience of the bank with its customer, or 
both. It will be clear to the reader that the bank is under a 
greater obligation to disclose its own experience than it is to 
pass along information which it is assumed the inquirer could 
get through some other source. Yet the division between the 
two types of information is somewhat finely drawn. There 
should be, however, in the aliove remarks, a liint to the investi¬ 
gator to confine his inquiry to proper as well as reasonably legiti¬ 
mate questions. The questions wliicli may arise in connection 
with banking investigations may include the following: 

1. How long have you had the account ? 

This question will reveal not only how wi‘ll the bank may 
know the account but it may also indicate tlu‘ subject's ttmdency 
to change his banking connections, usually an unfavorable sign 
in itself. 

2. What is the subject's line of credit and is it granted on 
an unsecured or secured basis? If accommodation is extended 
on a secured promissory note, information should be given, at 
least in a general way, as to amount and freciuency of loans 
extended. 

These are fair questions to ask because the aim is to bring 
out the extent of the subject's indebtedness and also to ascer¬ 
tain how much credit is still available to him at the bank. 

3. Arc balances commensurate with tbe line of credit ex¬ 
tended ? 

It is usually expected that an average balance of 20 per cent 
of the loan will be maintained. If so, balances are considered 
commensurate. If commensurate or more than commensurate 
balances are maintained, the bank is usually glad to say so and 
this information is ordinarily sufficient for either bank or mer¬ 
cantile credit purposes. Where the bank intimates that bal¬ 
ances are at an unsatisfactory level, the question may be prop- 
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erly opened as to the amounts, and if this situation is a recent 
state of affairs or chronic with the account. Generally speaking, 
banks are very reluctant to disclose exact figures, especially of 
their good accounts, and it is not necessary that they do so. On 
the otiier liand, both bank and mercantile credit men arc often 
doubly interested in the house which gives evidence of having 
funds incommensurate with its business needs and this bond 
tends to facilitate interchange of more specific information than 
usual. In the latter instance, asking for the average balance is 
not an impertinent procedure. 

4. Does the borrower clean up loans periodically? 

Normally, if this answer is in the affirmative, it is an indica¬ 
tion of the liquidity of the account and that it is regarded by 
the bank as a desirable account. Policies of larger banks differ 
widely and the banking conditions in the large city financial 
institutions differ noticeably from those of the out-of-town or 
country banks. 

A large commercial bank interested in all the commercial 
business it can obtain will frequently have highly desirable bor¬ 
rowing accounts against full security consisting of such raw 
materials as grain, cotton, rubber, etc., which may run continu¬ 
ously for considerable periods on a renewal basis. Out-of-town 
or country banks will generally have a number of good and 
highly desirable, but slow, borrowing accounts. 

Periodic rKpiidation of borrowing, however, is excellent 
proof of a liquid position. 

5. What is the bank’s opinion of the subject and its attitude 
toward it? 

This (luestion may disclose some significant facts not brought 
out by the previous specific questions. 

The questions given above are not intended to serve as a 
fixed set of questions to be asked in all cases, but are rather 
intended to show the general type of information which may 
be sought. The investigator may desire answers to special ques¬ 
tions in certain cases, and if the questions are proper, there is 
no reason w^hy they should not be asked. He may, for instance, 
wish to verify the ‘‘cash in bank’’ item as submitted by the 
financial statement. This item on the financial statement will 
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seldom agree exactly with the figures of the bank, because of 
the outstanding checks. But the bank’s figure should always 
be at least the amount claimed. A serious diserepaney should 
excite suspicion and call for an investigation. 

In anab^zing the relations between the bank and its cus¬ 
tomer, the credit man should consider whether the subject is 
receiving a bank line of credit commensurate with his business 
capacity. If the subject does not have ade(|uate banking facili¬ 
ties, the question arises as to his ability to pay promptly. Fail¬ 
ing to get bank credit there may be the temptation to hypothe¬ 
cate accounts or to finance itself through some other indirect 
and more expensive means. Another (luestion to be considered 
may be called the timeliness of the loan. A loan negotiated 
during the subject’s dull season should arouse suspiedon. A 
second feature in regard to timeliness is whether tlie maturity 
of the bank loan will conflict with the licjnidation of other 
maturities. Usually, the purpose of a bank loan is to tide over 
the heavy expenses incident to the peak in seasonal opm'ations. 
In other words, the bank loan is for the pur])()se of bridging the 
gap between the maturiti(‘s of the payables and the reccdvables. 

Interpretation of Bank Information. —In th(^ interpretation 
of information imf)art(‘d by a bank it should be rememb(‘red 
that banks are, as a ruh?, conservative and cautious. The termi¬ 
nology used in bank re|)orts, which may s(‘em to the uninitiated 
rather vague, arises through the bank’s caution lest it bo 
directly quoted. It is sometimes ncec'ssary to read between the 
lines of a bank report to discover what the ])ank may tryiiig 
to convey, or on the contrary, to conc(‘al. ’Fhe sizii and location 
of the bank and the class of customers it s(u*v(*s should be taken 
into account. The sarnie words utt(‘red ])y a large city bank 
and a small country bank might have a vastly different mean¬ 
ing. For instance, ‘‘we have a satisfactory account” reported 
by a small country bank and also by a large city bank might 
mean in the one case balances of a few hundred dollars, while 
in the other, it might indicate balances of several thousand 
dollars. 

The Bank as Inquirer. —Our previous discussion has been 
b«ased upon the bank as the dispens<ir and th(i mercantile house 
as the seeker of information. Banks ask for information as 
often as they are ciilled upon to furnish it. Where one bank 



316 CREDIT AND COLLECTION PRINCIPLES AND PRACTICE 


is the inquirer, and a second bank the dispenser of information, 
the type of information sought is along the same general lines 
already discussed. The investigation may frequently be carried 
further, for the bank, as already explained, may be willing to 
impart information of a more confidential nature to another 
bank than to a mercantile house, especially in the case of a 
mutual borrowing account where the necessity for self-protec¬ 
tion outweighs any tendency to be reticent. The subject’s state¬ 
ment and standing may be discussed in detail by the bank, 
and the investigator may be given the names of both mercantile 
men and other banks in close touch with the subject, from 
whom information might be obtained. 

When the bank is making a trade investigation, the informa¬ 
tion which it seeks is often of a different type from any hitherto 
discussed. The bank is, of course, interested in how the subjci*.t 
takes care of his obligations, but this information, if the subject 
be a customer, is often available to the bank in the vouchers 
which pass through its hands. Cancelled checks also furnish 
the names of the subject’s creditors. While the investigator 
will bring in some ledger facts, the heart of his report—if there 
may be any heart in it—will consist of what he has learned 
about general conditions in the subject’s industry, and how the 
subject is regarded by those who have constant dealings with 
him. The good bank investigator, therefore, instead of confin¬ 
ing himself to ledger details, seeks to get in touch with the 
credit manager or some other executive of the house who can 
tell him just what the attitude of the house is toward the 
account. The bank and mercantile houses are partner-creditors, 
and, as such, their interests are bound together. It is most 
logical that, where their interests are so interrelated, they 
should aid each other and strive to appreciate each other’s 
attitude. 
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Text and Research Questions 

1. What do you understand a personal investigation to embrace? 

2. What arc the advantages and limitations of a personal investigation? 

3. What is the distinction between an investigator and a messenger? 

4. Why is a careful interpretation of information necessary? 

5. Since it is generally conceded that banks possess much credit infor¬ 
mation, why are they not a more satisfactory soun'o of information? 

6. State a common attitude assumed by a bank toward a mercantile 
investigator. 

7. Your customer has a highly seasonal business. He is a borrower 
from his bank. Make up a list of questions and answers to fit this hypo¬ 
thetical case. 

8. Of what service can a business man's own bank be to him in making 
investigations? What caution .should be observed in this connection? 

9. Ijist the questions that a bank investigator might ask of a mercan¬ 
tile creditor. * 

10. Why do banks exchange information more freely with each other 
than with mercantile creditors? 



CHAPTER XVI 


SALESMEN, ATTORNEYS, PERSONAL INTERVIEWS, 
AND MISCELLANEOUS SOURCES OF INFORMATION 

Salesman as Credit Assistant. —^For the most part, the credit 
manager of modern business must rely upon the many sources 
of credit information available to him for facts upon which to 
base the credit decision. Rarely can he make a personal investi¬ 
gation, desirable as a personal interview with the customer and 
an inspection of his business might be. That the credit man 
should turn to a member of his own organization who is in a 
position to interview the customer and inspect his business 
would seem most natural. Such a medium is the salesman. Yet 
the extent to which the salesman should be used as a credit 
assistant is a matter of considerable disagreement among credit 
men. Practically all are agreed that the salesman is in an 
excellent position to act as a credit investigator, but his ability 
and willingness to act are less certain. 

The extent to which the salesman may be used as a credit 
reporter to the advantage of his concern depends upon a number 
of conditions. Chief among them are the ability and the train¬ 
ing of the salesman and the class of customers upon whom he 
calls. The young salesman, untrained in credit and financial 
matters and without experience, will fail to distinguish between 
desirable and undesirable credit factors, or, indeed, to know 
whether or not a certain condition may have any bearing at all 
upon the credit risk. On the other hand, though of excellent 
judgment, he may be unwilling either to take the time necessary 
to make a few inquiries and issue his report, or he is unwilling 
to give any information, especially of a derogatory nature. 

The true salesman is the representative not merely of the 
sales department, but of the whole house. Indeed, as has been 
truly said, to many a customer the salesman is the house. The 
customer’s impression of the house with which he deals is gained 
largely through the salesman. As the representative of the 
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SALESMAN’S REPORT 

"^ATTACH TO FIRST ORDER 


JTBB or 110 

, .....(a^eabout.... 1 ^.,..,) Date., 

Business 

in name Mra.....(age about....tml....) 

of: 

_ Ine.Poet Office. 

Have you aabed for signed stateraentf. . 

Have you left itateinent blank in subiect'a hand?. 

Did subject decline to'give signed statement?... 

Did tubjeet promise to fill in, sign, and mail statement?. 

Credit is based in numerical order in the following: Answer to best of your ability. 


Is Location Good?,.Does subject, relative or clerk maimge business?.. 

Is subject attentive?...Former occupation. 

Prindi^l oeeupation Of nearby populace.... 

How much eredit will subject need?.... 

How is subject reported to pay?. . . 

How does subject propose to pay us?. 

Does subject carry insurance?.Mdss. fi.Store Bldg. $.Homestesd S.. 

Name of sohjeet's bank:. 

Hrtunated valua of stock:....'.. 

Does subject seem economical?. . 

Is this subject's first esperienee in business?. 

Commenced new?.Succeeding whom?. 

On wbat baas was purchase made?... 

Did purehaser assume debts of business be succeeded?... .. 


have filled in this remit to the best of my aldfit; 


Salesman sign here. 
.Salesman. 


ly,...» 

Salesman must not use columns below. 


Give naoMS only. 


Past Due Notes I Method 



Asked Reports.Order Passed.. 

Asked Clearance. 

Asked References.......... 


Fig. 47.—Form of detailed salesman’s report. 
(Size of original by 11 inches.) 


house, he is a representative of its credit department. Further¬ 
more, it is not only the salesman’s duty to his house but it is 
to liis individual interest to cooperate with the credit depart¬ 
ment. 

The salesman’s worth to his house is based not upon the 
volume of orders he books, but upon the net profit produced 
over a period of time. This result depends not only upon his 
ability to sell the merchandise in which there is the most profit^ 
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but to customers where bad debt losses will not be incurred and 
collections will be effected i>romptly. It is natural that the 
salesman’s first thought is to make a sale, but he must remember 
that there is no profit in a sale, nor is it a complete sale, until 
the payment for the material has been received. If, therefore, 
the salesman is remunerated according to the profit he produces, 
as he ought to be, a far-sighted policy will compel him to strive 
for profit and not merely for volume in sales. 

Salesman’s Attitude to the Credit Department. —The sales¬ 
man’s main function is to get his customers’ orders, and the 
larger part of his energy will be devoted to that result. Nor 
can he fail to attempt to sell a customer whose credit may be 
in some doubt. It is not the salesman’s i>rerogativc to make 
the credit decisions, but merely to report the facts and the con¬ 
ditions, as he sees them, to the credit department. The wise 
salesman will not, of course, waste his time on a prospective 
customer who clearly would not be accepted by the credit 
department. 

The salesman, unless he has been made familiar with his 
company’s credit practice and policy, may become antagonistic 
to the credit department, through some unfavorable credit deci¬ 
sion which has caused him to lose a customer’s business. Such 
an attitude should not be permitted to exist. The wise credit 
manager will exhibit considerable patience in explaining the 
credit policy and the reason for credit decisions, especially to 
new salesmen. Assuming that the credit decision when made is 
the right decision, and that the credit man always exhibits an 
attitude of absolute fairness and impartiality to all salesmen, 
he will rarely fail to gain not only the salesman’s respect but 
his cooperation as well. The credit department can hardly 
expect cooperation on the part of the salesmen unless the credit 
department gives full cooperation on its part. 

Frequently, salesmen are encountered who prefer to adopt 
a hands-off policy. If in their relations with the customer, they 
touch upon no credit, or collection matter, they feel they are in 
a better position to soothe little irritations. While the good 
salesman will not agree or sympathize with the customer but 
will, on the other hand, back up the house, nevertheless, the 
customer has an opportunity to air his grievance before an 
apparently neutral salesman, and having thus put himself on 
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SALESMAN'S CUSTOMER REPORT 

Date.19 

Amount of Order $ 

Sold to: 

Address: 

Name of Officers: *Age •Married or Single 


Other Information 

Kind of Business: 

Estimated Value of Stock: 

How long in Business: 

Condition of Stock: 

Carry Insurance: Amount: 

Safe Amount of Credit to allow: 

Estimated Amount of R. E. owned (if any): 
consisting of: 

Character of individuals conducting business 

Business Ability: 

Name of Bank: 

Buys from Firms Named Below 


Write your personal opinion of this customer on reverse side. 

* Secure information as marked with star only when same will not 
arouse questioning of reasons. 


Fig. 48.—Short form of salesman's report. 
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record feels mollified toward the house. This attitude on the 
part of the salesman does not prevent him from being on the 
alert for credit indications both good and bad. 

The Salesman’s Credit Information. —To be of value to the 
credit department, the salesman uses good judgment in dis¬ 
tinguishing what may be credit factors from those that have 
no effect on the credit risk. To tell the credit manager that a 
customer is “as good as gold’’ is useless, for it indicates a biased 
opinion loosely given. To bring in credit data which proves 
that the customer has A1 credit is to render valuable assistance 
not only to the credit department, but to himself and to his 
house. Usually the salesman’s credit data, far from being com¬ 
plete, will be confined to information that can be gained witli 
comparatively little trouble on the salesman’s part. It is a 
mistaken idea, however, for the salesman to slight this part of 
his work. If he spends an hour selling a man, it is certainly 
worth ten minutes more to make sure that there will be no hitch 
at the credit end. 

The salesman, always functioning as a credit assistant as 
well, should ever be on the alert for information concerning 
his customers. He is not confined to the customer himself for 
information, for he will gather it in conversation with other 
customers of the same town, at the hotel, and, particularly, 
from other salesmen whose acquaintance is made while travel¬ 
ing. The thorough salesman and credit assistant desiring to 
ascertain for himself the credit standing of a customer has 
another valuable source of information in his customer’s local 
bank, where significant information may sometimes be obtained. 

It is a fact, however, that a salesman usually reports only 
the result of his observations and the answers to a few routine 
questions asked of the customer. His observations may include 
the following points: 

1. Condition of Store .—The general layout of the store, the 
stock arrangement, and its condition and its value, the window 
and store display, and the efficiency of the clerks are included 
under this caption. 

2. Location .—The salesman should observe the location of 
the store in its relation to the business or shopping center, 
transportation and parking facilities, the side of the street. 
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whether shady or sunny during shopping hours, the number 
and character of the passers-by, and the like. 

3. Local Conditions, —This has to do with the local activity 
of business. If local industry is active and if the crops are 
good, it adds to the safety of the credit while, on the other 
hand, such a condition as a temporarily torn-up street passing 
the customer’s place of business might seriously affect his ability 
to pay. 

4. Personal Factors. —The salesman is in a position, through 
his personal interview with the customer, to form an opinion 
as to his character and his ability. By a few discreet imiuirios 
in the town, the salesman may also learn the customer’s repu¬ 
tation as to these two factors. 

5. General Information. —Information of a general nature, 
such as how long in business, the business organization, the 
names of the partners, if a partnership, or directors, if a cor¬ 
poration, may be ascertained in the course of the conversation. 

6 . Capital Resources. —The credit manager should carefully 
consider whether or not it is advisable for the salesman to 
attempt to get financial information. Often the business man 
is reluctant to discuss his financial affairs with a salesman, and, 
in many cases, his financial statement is on file at the agcmcies. 
Having made it thus available to the creditor, the customer 
should not be requested to duplicate it by every salesman call- 
ing upon him. 

7. References. —The business man has been educated to give 
references and, though one may be frequently encountered who 
is reluctant to give other information, the salesman will rarely 
encounter one who will hesitate to give references. The value of 
such names, however, as sources of information, may not be very 
great. NaturalI 3 '', in giving the names of business houses 
those will be selected which can make the best refiort. Their 
experiences will not be typical. More valuable as references are 
the names which the salesman may get in some other manner. 
He observes the brands of merchandise carried, or possibly the 
names of shippers on unopened packages, or invoices lying 
upon the customer’s desk. He meets salesmen from other 
houses calling upon the same customer. Such references when 
they can be obtained may disclose the buyer’s real paying 
habits. 
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The salesman may also be of material assistance to the credit 
department by fully discussing terms with the customer. Many 
controversies over cash discounts, and many difficulties in mak¬ 
ing collections promptly, are due to false impressions left by 
the salesman, or, perhaps, even insinuations that terms can be 
infringed upon with impunity. The salesman should be 
impressed with the fact that terms arc as vital a part of the 
contract as is the price, and that he has no more authority to 
change the one than the other, either by direct statement or by 
implication. 

In still another way can the salesman be of assistance to the 
credit department. The credit man is receptive to credit infor¬ 
mation not only while he is opening the account, but as long as 
the account is an active one with the house. The salesman 
should be the eyes and ears of the credit department in that 
respect. As the representative on location, he should keep him¬ 
self informed of the progress of his customers, and not fail to 
pass along to the credit department credit factors as they 
develop. Much unpleasantness to the house, to the customer, 
and to the salesman himself may thus be avoided. It has been 
found a wise plan for the credit man to hold periodic confer¬ 
ences with each salesman, during which the status of each 
account is freely discussed. At these conferences it may be well 
to have a stenographer present so that comments of importance 
may be recorded for the files. 

Through these conferences, misunderstandings, if any exist 
between salesman and credit man, are banished. The salesman 
is kept informed of the policy of the house and the attitude of 
the credit man toward the accounts. The credit man, on his 
part, is getting significant and intimate details in regard to 
customers and territory from one who, as an eye witness, is 
best able to observe them. A salesman traveling over the same 
territory for a number of years, if trained to be credit minded, 
can hardly fail to be a most valuable credit assistant. 

Reliability of Salesman’s Information. —^A discussion of the 
salesman as a credit assistant would not be complete if it did 
not include the motives which make the salesman’s report so 
often doubted. Credit men abound who regard any salesman’s 
report with considerable suspicion. Whenever such a credit 
man is encountered there is a justifiable inference that the 
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failure of salesman and credit man to work together is largely, 
or at least partly, the fault of the credit man. All credit men, 
however, recognize the tendency on the part of salesmen to 
regard all credit risks optimistically. The salesman develops 
an optimistic attitude. Having worked hard and enthusiastic¬ 
ally to secure an order, it is most natural for the salesman to 
continue his efforts to break down any opposition tliat he may 
encounter. Therefore, having sold the customer he proceeds 
to attempt to sell the credit department. 

Happily, this attitude on the part of the salesman, which 
was general not so many years ago, is disappearing as a result 
of the education of both sales and credit men. Some salesmen, 
however, whose income is a commission on their net sales, adopt 
a short-sighted policy and a selfish attitude. Under their con¬ 
tract, commissions arc based upon the amount of sales collected. 
If a given sale results in a bad debt loss, the only loss to the 
salesman is the loss of his commission, while the house loses the 
rest. Even though the salesman has but little confidence in his 
customer, he labors to get the order approved by the credit 
dei)artment, because he is gambling only on his commission. 
In fact, he reasons that he stands to lose nothing more than 
he has already lost for he has already invested his time and 
labor in procuring the order. Some credit men argue from 
this, that if the salesman will spend his time in selling an 
account, he hardly would supply any credit information detri¬ 
mental to his interest. 

How to Educate the Salesman. —Only a few suggestions 
can be given here as to how to educate the salesman for his 
role of credit assistant. That education should begin when the 
salesman first assumes his duties. He is introduced to the credit 
manager presumably by the sales manager and informed by 
the latter that he is expected to aid and cooperate with the 
credit department. Thereupon the credit manager may explain 
the credit policy, discuss the use of forms and records which 
concern the salesman, illustrate how the salesman can act as 
the eyes and ears of the credit department, and how the credit 
department can aid the salesman in his work by keeping him 
informed of the exact status of his territory. 

Make the salesman feel that he shares the responsibility of 
bad debt losses in his territory. Let him know that the credit 
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department is relying upon him for reports as to the credit 
worth of his customers, and that as he proves his ability 
as an interpreter of credit risk, his information is given 
weight, and his judgment respected. Question and discuss with 
him the reports which he submits. If he reports, for instance, 
that the customer’s location is excellent, and that he is not 
subject to keen competition, further questioning may bring out 
contradictory facts which the salesman either did not sense or 
which he chose not to disclose to the credit department. If the 
salesman finds that it is both difficult and undesirable to ‘^put 
one over on” the credit department, he will soon cease to try. 

Attorneys as Sources of Information. —Attorneys have long 
been used as a source of credit information with varying success. 
A survey of credit det)artments will disclose that some credit 
men rarely, if ever, use the services of an attorney in making a 
credit investigation, while others will be found who will warmly 
support the claim that the attorney is an excellent source of 
information. There may be various reasons for the success of 
one credit man and the failure of another in the use of the 
attorney’s services. Satisfaction may depend upon such factors 
as the class of trade sold, the type of information expected, and 
the use to be made of this information. 

The attorney is generally regarded only as a supplementary 
source of information. lie is a local man and, supposedly, can 
furnish information based upon personal knowledge, or personal 
investigation. He is favorably situated for this purpose. He 
may know the subject of inquiry personally, and be well 
acquainted with his inside affairs. From the nature of the 
attorney’s work it is presumed that he has a large circle of 
friends and acquaintances among whom is the subject, or at 
least someone close enough to the subject’s affairs to supply the 
attorney with information. Furthermore, it is assumed that his 
training will qualify him as a reporter. On the other hand, 
some credit men are suspicious of an attorney’s report because 
it is feared that the subject may be the friend of the attorney, 
or perhaps a relative. Sometimes it is felt, too, that the attorney 
is inclined to give a favorable report because the subject Ts a 
local man and the inquirer an oxitsider and a stranger. 

The value of the attorney as a credit reporter depends upon 
his ability to judge credit factors, and the fidelity with which 
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he conducts the investigation and renders the report. One point 
distinctly in favor of the attorney’s report is tliat it is up to 
date. On the other liand, the reply to an iiupiiry may not be 
promptly given. Frequently, the attorney feels that he is not 
sufficiently well paid to spend the necessary time in getting the 


Answering an inquiry from a New York 
concern^ as to the credit standing of one 
of his neighbors^ Lincoln^ before his 
election to the Presidency^ wrote the 
foUouAng letter: 

Yours of the 10th received^ First of alU 
he has a wife and baby; together they ought 
to be worth $500^000 to any man. Seconds 
ly, he has an office in which there is a table 
worth $1.50 and three chairs worth, say, $1. 

Last of all, there is in one comer a large rat^ 
hole, which will bear looking into. 

Respectfully, 

_ A. Lincoln. 

Fig. 49.—How an afterward famous attorney answered a credit inc|uiry. 

information, or the inquiry may be turned over to his secre¬ 
tary to answer. A chance for dissatisfaction lies in the possi¬ 
bility of misundcrstandiiig of credit standards. For example, 
good credit may mean prompt pay to the credit man, whereas 
to the attorney who reports it, the words mean merely that the 
subject is financially able to pay, has no judgments against him, 
and is suffering no curtailment of his credit, although payments 
are rarely, if ever, made according to terms. 

Type of Attorney Report. —Since the attorney is a local 
man, he is best qualified to give information along the lines of 
his own observation and the subject’s local reputation. Thus, 
we find attorneys giving information on the following factors 
affecting the credit risk: 

1. IIow long in business? 

2. Habits and business ability. 

3. Estimated value of stock. 

4. Local reputation. 

5. Value of real estate (net). 
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6. Net worth. 

7. Claims and lawsuits. 

8. Progress. 

1. How Long in Business ?—The attorney is usually in a 
position to give this information, at least, approximately. A 
long business experience, provided the management has not lost 
its aggressiveness, and the balance of the report is favorable, 
lends much weight to a favorable credit decision. 

2. Ilahits and Business Ability .—^While the attorney may not 
be business trained, and, therefore, unable to judge at first hand 
the business acts of the subject, the business man will soon estab¬ 
lish a reputation for good, fair, or poor ability and it is this 
reputation which is transferred to the report. The attorney can, 
of course, judge between good and bad habits. 

3. Estimated Value of Stock .—Unless the attorney is familiar 
with the inside affairs of the merchant, the answer to this ques¬ 
tion will be entirely a matter of opinion. It may be the attor¬ 
ney’s opinion or the opinion of others. In any event, the accu¬ 
racy of the answer is not assured. The answer does, however, 
give the credit man a general idea of the value of the stock car¬ 
ried, or gives him a figure to compare with the salesman’s or 
other estimate. 

4. Local Reputation .—In the smaller communities, the attor¬ 
ney will be thoroughly familiar with the subject’s local repu¬ 
tation, and in the larger communities, it will not be difficult for 
him to obtain it. This section of the report may be very sig¬ 
nificant. 

5. Value of Real Estate .—The attorney is often familiar with 
any parcels of real estate which the subject may own. Further¬ 
more, he is often a very good judge of real estate values. The 
encumbrances which the subject has placed upon his real estate 
are either known to the attorney or are easily attainable, since 
they are matters of record. 

6. Net Worth .—This is xisually a matter of hearsay, or even 
rumor. In most instances it is at best merely an opinion. In 
many cases, however, it will be approximately correct. 

7. Claims and Lawsuits .—This question lies right in the at¬ 
torney’s own field of activity. The legal troubles besetting the 
local merchant come directly under the purview of the local 
attorney, or, by keeping conversant with the activities of the 
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local courts, he has knowledge of the suits instituted, and of 
the progress and outcome of those suits. 

8. Progress. —This, again, may be a matter of opinion or 
reputation. However, the answer in the majority of eases will 
be correct. The merchant’s friends, neighbors, and business com¬ 
petitors soon form a rather accurate opinion of the progress of 
each merchant. It is this general opinion which is usually trans¬ 
mitted to the creditors. 

How to Use Attorney. —^Many concerns make it a practice 
to use the attorney as a source of information only in towns of 
less than, let us say, 12,000 where his acquaintanceship might 
cover most of the business men of the town, or enable him to 
get the desired information with but little time and trouble. 
On the other hand, some firms of attorneys in larger cities have 
found this source of revenue sufficiently great to warrant open¬ 
ing up a commercial department to specialize in collecting and 
disseminating credit information and in handling credit depart¬ 
ments. Naturally not all attorneys, who may be approached 
for information, will furnish the same quality of report. Some 
credit men restrict their inquiries to the small merchant in the 
small town where it is felt that accurate and quick information 
may be obtained through the medium of the local reporter, while 
other credit men report some attorneys of certain of the larger 
cities as a superior source of information through the fact that 
they have amassed credit information superior in quality and 
in quantity to that i)ossessed by the mercantile agencies for that 
locality. 

Not all attorneys are willing to serve commercial houses as 
credit reporters. How then to obtain the names of attorneys 
who will perform this service? The answer may be found in a 
number of published attorneys’ lists. The house publishing the 
list assembles the names, charging each attorney a small fee for 
listing his name, and then sells or presents the complete list to 
credit men. The attorneys are carefully investigated and 
selected for their integrity, ability, and responsibility. The i)ub- 
lishers keep the list up to date by the issuance of monthly and 
quarterly supplements, thus keeping the list free of all but 
reputable attorneys. 

The cost of this service is limited to the fee paid to the 
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attorney for his report, except in those cases where an initial 
charge is made for the attorneys' list. If there is a charge for 
the attorneys' list, it is usually in compensation of some service 
or protection given to the creditor aside from names and ad¬ 
dresses of attorneys. It used to be the practice, and still is to 
some extent, to expect the attorney to furnish free reports and 
to receive, in return, any collection business which the creditor 
might be able to turn over to him. Under this system remu¬ 
neration is too uncertain. The creditor may have no collection 
business to give the attorney, or, even though it could be given 
and has been promised, it may be turned over to the collection 
agency handling all the creditor's accounts. While enough of 
tlie old system remains so that most attorneys who specialize in 
collections will send a free report to any house asking for it, 
the method is unfair to the attorney, because of the uncertainty 
that he ever will be remunerated. Nor can the credit man com¬ 
plain under those conditions if he receives an inferior report. 
It is always advisable to enclose a fee, $1 being regarded as 
normally proper. If more than the usual investigation is de¬ 
sired, the attorney should be so advised and the fee increased. 
Some attorneys' lists specify just how much the attorney is 
entitled to receive, the amount depending upon the size of the 
city in which he is operating. It is reasonably held that the 
investigation can be conducted with the least expense in the 
smaller communities, where the fee is consequently less. 

The Personal Interview, —That the personal interview is a 
source of information that can, unfortunately, be comparatively 
little used is due to the intricacy of the machinery of modern 
commerce and credit. The simplicity of business between two 
persons, both principals, has been removed. Personal interviews, 
however small in number and percentage of customers, have lost 
nothing of their importance even though the participants in 
the interview are rarely both principals. In a word, the impor¬ 
tance of the personal interview can be summed up in the state¬ 
ment that it affords both parties, the seller and the buyer, an 
opportunity t-o sell themselves to each other. 

Credit men are too prone to regard the interview merely as 
an opportunity to cross-examine the customer in regard to his 
business and credit. They forget that customers as well as they 
themselves are receiving impressions. The best chance which 
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the credit department has to promote good will, and even sales, 
is thus lost. The credit man will not, of course, forget that it 
is his first duty to safeguard his house against imprudent cred¬ 
its, and that sales can be bolstered only where the credit is 
justified. But, whether the applicant is worthy of a large credit 
or any at all, the credit man should strive to leave the impression 
of a policy of fair and considerate treatment for all customers. 

With some customers, whose good credit is almost a matter 
of public record, the interview would be wasted time if it were 
devoted to establishing credit (which is already established) 
rather than to develop mutual good will. However cold and 
calculating men may try to be, business cannot entirely remove 
the human element. It is increased or it is retarded by the 
impression made upon the mutual parties by the interview. The 
result of the successful interview may be to cement the friend¬ 
ship of the customer to the house. Whenever an order is to be 
placed, other things being equal, it is the house regarded as 
friendly to the purchaser which will get his order. 

How to Conduct the Interview.—The credit man will have 
occasion to converse with old customers and with new. The 
personal interview is most frequent at the opening of new ac¬ 
counts. It is desirable that the credit department should have 
made some preliminary investigation, whenever possible, before 
the interview is held. The interview thus affords an opportunity 
to clear up any questions raised in the course of the investiga¬ 
tion. The course the interview will take will depend upon the 
particular situation. While the customer may evidence great 
haste, and show by his attitude that he is ready to answer all 
questions and be away, usually the conversational form of inter¬ 
view, although somewhat longer, is preferable. The credit man 
should prove a good listener, interjecting only remarks and 
questions enough to steer the conversation and keep the applicant 
talking about himself and his business. The business man is 
interested in his own problems, and an attitude of friendliness 
and intelligent understanding on the part of the credit man 
will induce the applicant to talk freely. The interview directed 
toward bringing out facts pertaining to capital strength, organi¬ 
zation, present conditions, and future outlook will enable the 
interviewer, at the same time, to form his opinion of character 
and ability. 
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The man just engaging in business with a limited capital 
has an opportunity to convince the credit man that he possesses 
honesty and determination, together with native ability and a 
knowledge of the business undertaken. The established concern 
in good standing may wish fully to acquaint the credit man with 
its condition, so that the latter may be able the better to answer 
inquiries from other credit departments, where the account is 
less well known. Or an opportunity is thus provided a customer 
to explain any condition known to exist and seemingly damaging 
to his credit. Many times the credit man is in a position to 
offer good advice, and frequently the customer seeks it. A word 
of warning, however, should be here injected. Advice too freely 
volunteered by the credit man is often resented as presumptuous. 
Nevertheless, the young man about to engage in business could 
adopt no better i)lan than to choose a good banker and a mer¬ 
cantile credit man with recognized judgment who, as his credit 
partners, should also act as his business advisers. 

The personal relationship established by the interview may 
stand both parties in good stead in their future dealings. It is 
well, however, to keep the relationship a business one. Credit 
men who have become very friendly with some of their cus¬ 
tomers have found it very difficult, subsequently, to refuse a 
favor though their best judgment told them the request was not 
for the best interests of their employer. 

The Credit Man as Traveling Salesman. —As has been 
shown in the preceding sections, the personal interview may be 
productive of the most beneficial results. The rejgret of most 
credit men is that such interviews are not more numerous. Since 
there is so much difficulty in persuading customers to visit the 
credit department and particularly those customers the credit 
man would most like to see, the thought naturally presents itself 
that the credit man would overcopie this difficulty by a visit to 
the customer. This is a growing practice and one which should 
be further developed. 

The peculiar advantage accruing to such an interview results 
from the fact that the credit man is enabled to make an inspec¬ 
tion of the business itself, and that his customer, as host, will 
more thoroughly acquaint the credit man with details than he 
otherwise would. The scope of the inquiry is governed by the 
circumstances in each case. The purpose of such interviews is 
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always twofold—to obtain credit information and to develop 
good will—^but the ratio between those two objectives will vary 
greatly. In one instance the credit of the customer is but little 
(luestioned, while it may be very desirable to promote good will. 
In another instance the risk the seller is asked to take is great 
and calls forth a very inquisitorial attitude upon the part of 
the credit man. 

When engaged in these interviews, the credit man must exer¬ 
cise all his resourcefulness and tact. In the first place, his trii) 
is carefully planned. He decides whom he wishes to interview, 
and posts himself thoroughly by obtaining all the information 
possible through the usual channels. The purpose of his visit 
to one customer may be merely to leave with the customer the 
feeling of the friendliness of the house. Or, with another, the 
credit man may wish to protect a credit already extended wliere 
a serious weakness seems to have developed. In such an event, 
the credit man may feel warranted in examining the books and 
the condition of the busiiiessj the i)lans, and outlook for the 
future. Weaknesses in the organization or leaks in the business 
may be apparent to the credit man though unseen by the pro¬ 
prietor. In view of his broad experience the credit man may 
offer many useful suggestions. If the interview is tactfully 
conducted in a spirit of helpfulness, the confidence of the cus¬ 
tomer will be gained and the suggestions welcomed and seriously 
considered. It is, of course, assumed that the credit man is 
(lualified for his role by ability, by education, and by experience. 

The net result of such a promotion and protection tri]) is a 
better understanding between customer and house, the protec¬ 
tion or retrenchment where weak risks are concerm^d, and crwlit 
limits increased and larger orders encouraged where conditions 
warrant. 

In conclusion, one instance may be cited of the result of a 
call upon a customer. The customer conducted a small d(?part- 
ment store in a city of 40,000 population. Because of slow pay, 
his line of credit was restricted to $400 although the salesman re¬ 
ported he could easily sell him more if it would be accepted by 
the house. Annual purchases amounted to about $1,200. The 
credit man called upon the customer, gained his confidence, dis¬ 
cussed his business with him, and then interviewed his banker. 
As a result, some suggestions as to financing and cutting down of 
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inventory in certain departments were made. The customer was 
shown how he could pay his bills according to terms, and an 
offer was made to double his line of credit as long as he met the 
seller’s regular terms. The offer was accepted and the custom¬ 
er’s purchases for the past several years have averaged about 
$2,500 per annum. The net result of that one visit has thus far 
been about $5,000 of increased business. 

The Accountant. —It is becoming increasingly common for 
creditors not only to insist upon a financial statement but to in¬ 
sist that the statement be compiled by a competent and disin¬ 
terested accountant. Obviously, the accountant, who makes a 
thorough audit of a concern’s business, is in an excellent position 
to give credit information, and it is but natural for the creditor 
to wish to question the accountant concerning the debtor’s affairs. 
While the accountant is in a position to give valuable informa¬ 
tion, he cannot be said to be a very productive source of infor¬ 
mation. In the first place, he is employed by the debtor in a 
strictly confidential capacity. The accountant is not at liberty 
to give information, whether it be favorable or unfavorable, 
unless authorized to do so by his principal. Then, too, if he is 
authorized to disclose the financial statement, he may not care 
to discuss it with the creditor, either because he does not wish to 
take the time to do so or for some other reason. 

An objection to the accountant as a source of credit informa¬ 
tion is sometimes made because he often attempts to pose as the 
credit authority instead of credit consultant. That is, he often 
wishes merely to recommend his client without discussing his 
client’s position. The credit man, on the other hand, is seeking 
to add to his store of facts upon which to base his decision. The 
accountant, while he may go thoroughly into the financial posi¬ 
tion, may not have other pertinent facts which are in the hands 
of the credit man. Nor is he in many cases as capable a judge of 
credit as is the credit man. 

The fact that a reputable accountant has compiled the finan¬ 
cial statement is important, and sometimes he may have his 
client’s permission to expand upon the information disclosed by 
the statement. But the credit man should have a full apprecia¬ 
tion of the confidential nature of the accountant’s information 
and not be too critical if the accountant refuses information. 
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Text and Besearch Questions 

1. To what extent can the salesman be used as a source of credit infor¬ 
mation? List briefly those points of information which he can obtain to 
advantage. 

2. Upon what factors does the value of a salesman's report primarily 
rest? 

3. What should be the proper attitude of the salesman toward the 
credit department? 

4. In what ways can the credit department be of help to the salesman? 

5. fl. Criticize briefly the reliability of salesman's credit information. 

6. How would it be possible effectively to hold the salesman respon¬ 
sible for losses on bad debts and inferior credit risks? 

6. How would you go about educating a new salesman in such a way 
as to obtain a maximum degree of cooperation with the credit department? 
Outline briefly the progressive steps that you would take. 

7. List the points on which the attorney’s report is (o) inferior to the 
salesman's report; (h) superior to it. 

8. Summarize briefly in numerical order the various factors on which 
credit information can be obtained from attorneys. 

9. a. Name and briefly explain three ways in which attorneys may be 

compensated for requests for credit information, 
b. Which of these methods is roost satisfactory? 

10. a. What is the chief danger in the personal interview as a basis for 
obtaining credit information? 

b. List five important points to be observed in conducting the per¬ 
sonal interview. 



CHAPTER XVII 


THE FINANCIAL STATEMENT 

A Source of Information. —The financial statement is one 
of the most important sources of credit information. Its value, 
however, in appraising the credit power of the debtor or credit 
applicant should not be overestimated. To place too much reli¬ 
ance upon the debtor’s financial statement, while other sources 
of information arc sliglited, is a mistake frefpiently made by 
credit men. Indeed, there are some credit men who seem 
inclined to regard a financial statement almost as a guarantee 
of the debtor’s good credit. Such an attitude is indicative (1) 
of too much credulity on the i)art of the credit man, that is, 
the credit man does not sufficiently consider the possibility of 
falsity or error; or (2) the credit man relies upon the statement 
because he has not interpreted it correctly; or (3) he has placed 
too great a reliance upon the laws enacted to i)revcnt the issu- 
jince of false statements. 

The thorough student of credit analysis will avoid this error. 
He will attempt to evaluate the financial statement in each case 
as merely one of the sources of information yielding credit data. 
He will realize that its importance varies according to circum¬ 
stances, or, in other words, that it does not carry tlie same 
weight in all cases. He will carefully avoid a subordination of 
data gathered through other sources to conclusions which might 
be drawn from the financial statement. 

The sound credit man, on the other hand, will not under¬ 
estimate the financial statement as a source of information. It 
furnishes, in many cases and in fact most cases, all of the 
information available in regard to the capital factor, and this 
factor, as has been pointed out in a previous chapter, is regarded 
by some credit men as being the most important of all. It 
undoubtedly receives the most attention in actual practice. The 
reasons for this will be readily understood. Capital has a 
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definite unit of measurement in terms of dollars, while character 
and capacity are intangible factors, and the financial statement, 
therefore, furnishes a more or less accurate medium for record¬ 
ing the capital factor. A further reason for the time devoted 
to the financial statement is the difficulty frequently encoun¬ 
tered in correctly interpreting it. Tliese two facts, together witli 
the importance of the capital factor, account for the credit 
man’s interest in the financial statement and the time he devotes 
to its analysis. 

The consideration of the financial statement, as a source of 
credit information, may be divided into tliree parts: procuring 
the statement, the interpretation of it, and financial statement 
legislation. These three phases of financial statement use will 
be considered in this and succeeding chai)tcrs. 

Procuring the Statement.—Many business houses are still 
encountered who are reluctant to furnish their creditors with 
financial statements. This relpctance may be explained, in part, 
by the fact that the use of credit preceded the use of accurate 
records, or, indeed, in many cases, any records at all. Credit 
was based upon confidence engendered by appearances, and 
personal acquaintance with the risk, wdiile, today, the seller’s 
close personal contact with the credit risk has, to a large extent, 
disappeared and there is, consequently, a greater reliance upon 
recorded facts. There also appear to be reasonable excuses, in 
some instances, for not making a financial statement to creditors. 
Some of the arguments in favor of the financial statement and 
the objections encountered will be considered in the following 
paragraphs. 

The debtor has open to him two methods of placing his 
financial statement in the hands of his creditors or prospective 
creditors and he may use either, or both. He may place his 
statement in the hands of one or more mercantile agencies for 
distribution, or he may give his financial statement to each or 
to some of his creditors. The former method is termed the 
‘^indirect method,” and the latter the ”direct method.” 

The Indirect Method .—While the greatest number of finan¬ 
cial statements are received through the commercial agencies, 
credit men are often dissatisfied with financial statements thus 
obtained. Often such statements are too old to be relied upon, 
or they are not sufficiently complete. Moreover, inaccuracies 
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are apt to creep in through transcribing them several times. 
Statements are frequently given orally to the reporter, and are 
not taken from books of account. Such statements are obviously 
of but little value. These objections to the indirect method 
of obtaining financial statements, however, are not sufficient to 
discourage their use. The wise credit man will use discretion 
in insisting that a financial statement be given direct. The cir¬ 
cumstances in the case often will not warrant such a demand. 
The credit reputation of the debtor, the quality of other credit 
information available, and the relative size of the order involved 
might make the direct request for a financial statement non- 
essential, and irritating to the customer. 

The Direct Method ,—Just as there are cases when the indi¬ 
rect statement is satisfactory, so are there cases when only a 
financial statement received direct from the customer will 
suffice. The financial statement received direct from the debtor 
is less apt to be inaccurate, it is more apt to be the latest state¬ 
ment compiled, and given in more detail or with more sub¬ 
sidiary information than the statement submitted through the 
mercantile agency. Often the use of the creditor's own financial 
statement form can be obtained and thus just the information 
particularly desired is furnished. The debtor knows just who 
is in possession of his statement, and who is relying upon it. 
This in itself has a salutary effect upon the maker. And then, 
too, the aid of the false financial statement laws can be more 
easily invoked when a statement is placed directly in the hands 
of the creditor. It is pertinent to note that banks almost inva¬ 
riably demand a financial statement direct from a customer 
before a loan is granted. Any creditor, whether bank or mer¬ 
cantile, is justified in insisting upon a direct financial statement 
when the credit information available does not warrant the 
acceptance of the risk. Indeed, the creditor need not stop there 
in his search for information. The investigation should be con¬ 
tinued until the credit man feels justified either in rejecting 
or accepting the risk. 

Reasons for Submitting Statements.— Resistance frequently 
will be encountered in the attempt to obtain financial state¬ 
ments. Such resistance the credit man will attempt to over¬ 
come by persuasive and convincing reasons for submitting state¬ 
ments. Among some of the reasons which may be advanced 
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by a creditor, and with which the credit man should be familiar, 
are the following: 

1. Blind faith is not a basis for credit. When the customer 
refuses to disclose his financial position he is asking that his 
credit be accepted on faitli alone. The debtor should be willing 
to prove his credit worth. 

2. Creditor and debtor relationship is, in a sense, akin to a 
partnership. Both are investing capital in the same enterj^rise 
and both are dependent upon that enterprise for the safety of 
their investment. The investor has a right to complete 
information, a fact the government has recognized in a law ad¬ 
ministered by the Securities Exchange Commission prescribing 
the information that shall be made available before the larger 
concerns may offer their securities to the public. 

3. The financial statement aids in fixing the amount of 
credit. The financial statement affords the best basis for gauging 
the amount of credit that the debtor can prudently use. 

4. With a financial statement in his possession, the creditor 
proceeds with more confidence. Ijikewise, the debtor may act 
with more confidence because he has cstablislied his right to do 
business on his credit. 

5. Since confidence is engendered by the possession of a 
statement, the natural result is increased service on the part of 
the creditor. 

6. The debtor may receive valuable and constructive criti¬ 
cism. Every business house will find among its cn^ditors a few 
credit men with superior astuteness and experience. The 
advice of such men may be invaluable. 

7. The debtor’s moral fiber is strengthened by tlie knowledge 
that he has placed himself on record. He has set a standard 
which he feels he must improve or at least maintain. Having put 
himself on record, he may hesitate to engage in any speculative 
enterprise or to falsify his financial standing. 

8. The financial statement tends to stamp out the incompetent 
business men, and those who cannot hope to succeed because of 
lack of sufficient capital. The good business man should realize 
that the general practice of giving statements should help to 
remove the unfair competition that incompetency permits. In 
the long run only the successful business is good business. 
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9. The general practice of giving slaterncnts compels the prac¬ 
tice of keeping adequate books of account. This is a distinct aid 
to competency and therefore a b(!n(.*fit to busine.ss in general. 

10. Finally, the giving of financial statements is a general 
practice in some industries and is fast becoming so in others. 
The time is ripe for all business men to aid in this practice which 
tends toward the proper safeguarding of credit and through 
credit, business in general. 

Objections Frequently Encountered. —In the previous para¬ 
graphs, reasons were advanced favoring the submission of state¬ 
ments. The credit man will have to meet and overcome various 
objections advanced by reluctant customers. In this he will 
not always be successful, but the following statements and an¬ 
swers might be of some use in this problem: 

1. The statement is made by the debtor that he is obtaining 
all the credit needed and, therefore, does not have to submit a 
statement. 

This argument is one of those most frequently voiced and it is 
also one of the most diflicult to answer. In the first place, the 
remark of the debtor should be verified. Oftentimes the remark 
is not justified by the facts, or, if the credit is used, it has been 
secured by collateral or guarantees. Furthermore, the debtor 
may be limiting himself to his present sources of supply. This 
would be particularly disadvantageous in the event that he should 
suddenly need to place an order outside of his regular sources of 
supply. Then, too, in the event of a rumor reflecting upon his 
credit all of his creditors, operating somewhat in the dark, might 
curtail his credit, or take some other action embarrassing to him. 
Financial statements distributed among his creditors would allay 
any fears and have a steadying influence upon the credit rela¬ 
tionship. Constant pressure and a degree of insistence upon 
statements will eventually overcome this objection. 

2. The customer does not want his statement to reach his 
competitors’ hands. 

Very often this is an excuse, rather than a reason, for not 
giving a financial statement. The chances are remote that any 
information imparted to a well-organized and a well-conducted 
credit department would get into the hands of a competitor. 
The entire credit department is trained to guard all credit 
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information against misuse. Such an argument imputes care¬ 
lessness or lack of integrity to the credit department and its 
representatives. The customer’s fear may be dispelled by an 
explanation in detail of the methods used to safeguard credit 
information in the credit department. 

3. Statements are given to Dun & Bradstrcct, Inc., or other 
agencies and arc thus available to all creditors. 

Oftentimes, the request for a statement is withdrawn upon 
the debtor’s assurance that the agencies have his latest state¬ 
ment. Obviously, there is no logic in credit men insisting upon 
the inclusion of financial statements in agency reports if each 
credit man requires that a financial statement be submitted 
direct to him. Eeasons for a direct statement have been given 
in a previous paragraph. The statement is too old; it obviously 
may contain errors; it does not give the information called for 
by the creditor’s own form; or, it may not be signed. The 
creditor may also suggest that his customer show his good 
faith by sending him a signed statement through the mail. 
This latter request should not be made too bluntly, since it 
carries the implication that the creditor doubts the truth of the 
statement. While, on the other hand, if he has reason to doubt 
the truth of the statement he may, with considerable bluntness, 
request that a signed statement be mailed to his house. 

4. The customer refers to his existing creditors. 

Information thus received, while invaluable, is not alone 

sufficient for a basis of credit. Since it has been the customer’s 
practice not to submit financial details, such information can 
cover only the experience of creditors with the subject of inves¬ 
tigation. Furthermore, such information often is not given with 
sufficient detail or accuracy upon which to base a reliable con¬ 
clusion. If the customer’s bank be specifically referred to, it 
can be pointed out that banks, as a rule, do not give out detailed 
information. In many instances, merely an expression of opin¬ 
ion is given by the bank’s credit department and, furthermore, 
the credit man does not know how much information the bank 
may have upon which to form an opinion. 

5. The customer states that he either discounts or pays 
promptly. 

This fact, in itself, does not assure prompt payment or dis¬ 
counts for the future. Cases have been frequent where pay::- 
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ments have been prompt almost to the day of bankruptcy. When 
a debtor takes this position, he is attempting to force the accep¬ 
tance of his credit on blind faith. The debtor would see the 
unreasonableness of this procedure, if the attempt were made 
by any one other than himself. 

6. The customer states that he fears that income-tax authori¬ 
ties will get possession of the statement and assess a larger 
tax. 

This is sometimes given as a reason, whereas it is in reality 
an excuse. In many such cases there would be no cause for 
a larger tax assessment, as the subject very well knows. The 
statement is made as an excuse for not revealing the true finan¬ 
cial position, and to impress the creditor. In other cases it may 
be a true reason. In such a case it is an admission of discrep¬ 
ancy between the details submitted to the government and those 
submitted to creditors. One or the other must be false. The 
answer to this argument, whenever it is advanced, is that the 
creditor wants the statement solely for his own guidance and 
that he agrees to hold it as strictly confidential. As a matter 
of fact, a customer who offers this excuse prejudices his posi¬ 
tion. If he indicates that his tax return is false he destroys the 
basis for confidence and should be dealt with accordingly. 

7. Occasionally the claim is made that statements are value¬ 
less, since there is no assurance that they are correct. 

If the credit man can i)lace no reliance upon the statement 
then he cannot rely upon any information given by the subject. 
If this is admitted to be so, then all business transacted upon 
a credit basis is a gamble. Actually, the credit man has faith 
in the integrity of business men in general and justifiably so. 
Furthermore, it may be pointed out that there are both state 
and federal laws which provide for punishment of those who 
obtain the acceptance of their credit by the means of a false 
financial statement. These laws tend to reinforce the moral 
fiber of any who may be tempted to issue a false financial state¬ 
ment. The credit man’s faith in a financial statement is meas¬ 
ured by his faith in the man who issues it. Every credit man 
knows that many false financial statements are issued. Many 
are proven to be false, and probably many more are issued which 
escape the detection of credit men. Elsewhere, the author warns 
against too implicit faith in the financial statement. 
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8. The customer believes in maintaining complete secrecy 
concerning his business affairs. 

Such a customer is asking his vendors to accept his credit 
on blind faith. But few business men today fail to see the 
unreasonableness of this position. Some may, however, indicate 
this as their reason for refusal to give a financial statement 
when as a matter of fact they are merely attempting to force 
an acceptance of their credit without disclosing their financial 
position. This attitude will prevail so long as a sufficient num¬ 
ber of creditors are found who are weak enougli to yield to 
the buyer's attitude. Happily, credit men are asking for state¬ 
ments with increasing insistence and, consequently, the number 
of business men who find it possible to maintain the ready 
acceptability of their credit without disclosing full information 
is decreasing. 

Financial Statement Forms. —^It is usual for credit depart¬ 
ments to furnish to their customers blank forms of financial 
statements. This practice greatly facilitates the procuring of 
statements and provides the credit man with an oi)portunity 
to get before the purchaser just the (iuestions he particularly 
desires answered. Considerable care, therefore, should b(‘ taken 
in drafting a form or forms to be submitted to the customer. 
Standardization is desirable, so far as possible, because the 
purchaser becomes familiar with the standard form and has 
less hesitation in filling it out. A standard form, however, 
would hardly be the best form for every tyi)e of business. It 
is suggested that any drafted form should conform as nearly 
as possible to those blanks which arc in most common use. 
Excellent guides can be found in the forms recommended by 
The National Association of Credit Men and the Federal Reserve 
Bank, illustrations of which will be found in this chapter. 

In drafting forms it may be found desirable to have 
different forms for use by individuals, partnerships, and cor¬ 
porations, and there should be included simple forms, as well 
as those calling for more detailed information. Elaborate forms 
requiring much detailed information may not, in use, prove 
successful with the small business man. He may not have at 
his command records in sufficient detail to fill out the more 
intricate form, and the apparent task of answering so many 
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Fig. 51. —Federal Reserve Bank of New York statement form. (Front. 
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questions may discourage him entirely from the attempt. On 
the other hand, the larger houses, with complete accounting 
systems, will have readily available all the information that a 
credit man may reasonably require. 

False Financial Statements.—The credit man’s appraisal of 
a risk is based upon the information he has gained bearing upon 
that risk. The possibility of misinformation should in all cases 
be considered. The probability of serious error in infor¬ 
mation received through indirect sources is not great because 
th(*re is usually no motive in misleading the creditor. In¬ 
formation directly received, however, should be more carefully 
scrutiniz(‘d because of the i)resencc of a motive to deceive. The 
financial statement offers to the dishonest business man a 
most excellent opportunity to present false information. This 
is so b(‘cause of the great reliance placed upon the cajiital 
factor by many credit men, and because of the difficulty in 
dc'tecting any falsity in the financial statement. To discourage 
this practice^ of issuing false statements, both federal and state 
laws have been passed to punish those who are proven guilty. 
The practice still ])ersists to some extent, hence the caution 
to all cn'clit men to give weight to the financial statement 
according to the apiiraisal of the character of the man who 
makes the statement. 

The False Statement laws usually ])rovidc that one making 
a false financial statement for the jiurpose of using his credit 
and with the intent that the statement shall be relied upon is 
guilty of a misdemeanor punishable l)y fine and imprisonment. 
In several states, however, a crime is committed, according to 
the state law, only when ]n*o])erty is obtained upon tlie strength 
of the statement. Two iioints stand out as necessities in estab¬ 
lishing guilt under the law. It must be proved, first, that the 
statement is matenailij false and, second, that it was made with 
the intent that it be relied u])on. A statement, to be materially 
false, must so misrepresent an item or items that if the true facts 
were shown, an ordinarily cautious man would not have accepted 
credit u])on the strength of it, whereas, as falsified, credit would 
have been accepted. ]Minor misrepresentations not affecting the 
general financial standing of the subject are insufficient upon 
which to base an action. Intent that the statement should be 
relied upon must also be proven. This may be proved either 
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by showing that the statement was forwarded to a moreantile 
agency for general distribution among its subscribers or that 
it was presented to an individual concern from whom the maker 
of the statement was seeking to obtain goods on credit. The 
laws of most states cover not only the exchange of credit for 
goods, but the exchange of credit for more time in wliich to pay 
(in the words of the statute ‘Mhe extension of a credit”) as 
well. 

Furthermore, the proof which is recpiired for the conviction 
of a crime must be ^‘beyond a reasonable doubt.Tt is not 
sufficient that the complaining credit man shall himself be con¬ 
vinced of the guilt of the maker of the statement. The com¬ 
plainant must be ready to ])rove tliat a (*ertain item or items 
in the statement render it materially falser This is most easy 
of accx)mi)lishment through those items which are statt‘ments of 
more ascertainable fact, such as caslt^ the rcccirabirs, or the lia- 
hiUtics, as distinguished from those itcmis which ai*e mon* gen¬ 
erally estimat<\s or statements of opinion, such as invrchandisv, 
machinerff and fi.rhit*es, and real estate. 

The |)rosecuting attorney will lik(‘wise be very r(‘luctant to 
undertake a prosecution if the falsity of the staU^imuit is |)lainly 
apparent. For examph*, a statement givt^n entirely in round 
num])ers is plainly lacking in accuracy. The courts tak(‘ tin* 
position, and justly so, that no onlinarily cautious man would 
rely upon such a statement and that when a creditor in possession 
of such a stat(*ment s(*lls upon credit, then the l)asis for tin* 
(*redit cannot reasonably be the financial stat(‘ment. 

Tn summary, then, the complaining creilii maii must be ready 
to submit facts to prove* b(*yond a reasonable doubt tlu^ following; 

1. That the (lefc?iulaiit made the statement. 

2. That the statement is materially false. 

.‘1. Tliat tin* statement was rnatle for the purpose of obtaining goods 
on credit or the extension of a credit. 

4. That the statement was made with the intent tliat it b(? relied 
upon. 

5. That the statement was made in the county in which th(» })ros(?cu- 
tion is sought. 

The Federal Law. —Attempts to enact a federal law, de¬ 
signed solely for the prosecution of mak(‘rs of false financial 
statements, have thus far failed. Thercj is, however, a federal 
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Fig. 53. {Continued.) 














































































Fig. 53. {Continue.) 
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Fig. 53. (Continued.^ 
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law under which prosecution may be brought when the United 
States mails arc used to transmit the false statement. This is 
Section 215 of the United States Criminal Code, commonly 
known as the federal law to prevent the use of the mails to 
defraud. Federal authorities have always vigorously attempted 
to keep the mails clean and free from aiding in any scheme to 
defraud. The law provides: 

Whoever, having devised or intending to devise any scheme or article 
to defraud, or for obtaining money or property by means of false or 
fraudulent pretenses, representations, or promises, etc. . . . shall place 
or cause to be placed any writing in the mails shall be fined not more 
than one thousand dollars, or imprisoned not more than five years, or 
both. 

Under this law it is sometimes easier to secure conviction than 
it is under a state law and in a state court. An advantage 
under this law is that prosecution can be brought either in the 
district in which the statement was mailed or in the district in 
which it was received. To convict the maker of the statement, 
the complainant must be ready to prove the first four points as 
set forth in the previous paragraph and, in addition, that the 
statement was sent through the mail. 

The envelope bearing the post-office cancellation stamp pre¬ 
sents incontrovertible proof of the use of the mails, provided 
the statement can be definitely linked up with the envelope. 
In order to remove any uncertainty concerning the proof of this 
])oint, many houses are using the combined statement and envel¬ 
ope form illustrated in this chapter. Wlien both the statement 
and the post-office cancellation stamp are on the same sheet, proof 
is self-evident. W^hen the statement is separate from its con¬ 
tainer, more caution in the handling of both is necessary. The 
envelope containing a financial statement should be dated and 
signed and ])ermanently attached to the statement by the person 
who opens it. Subsequently, if it is necessary to prosecute, the 
testimony of the clerk who received the statement will have 
weight in court. 

New York False Financial Statement Laws. —In 1912, New 
York enacted a false financial statement law which has often 
been referred to as the model law, and which is typical of the 
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laws as enacted in most of the slates. This law provides that 
any person: 

1. Wlio shall knowingly make or cause to be matle. either directly 
or indirectly, or through any agency wliatsoever, any false statement 
in writing, with intent that it shall he relied upon, resj)ecting the tinan- 
cial condition, or means or ability to pay, of himself, or any other 
person, firm or corporation, in whom he is interested, or for whom 
he is acting, for the purpose of procuring in any form whatsoever, 
either the. delivery of personal pro])erty, the payment of cash, the 
making of a loan or credit, the extension of a credit, the discount of 
an account receivable, or the making, accej)tance, discount, sale or 
indorsement of a bill of exchange or promissory note, for the benefit 
of either himself or of such jH*rson, firm or corporation; or, 

2. Who, knowing that a false statement in writing has b(*en made, 
respecting the financial condition, or means, or ability to pay, of him¬ 
self, or such person, firm or corjioration in which he is iiitm’ested, or 
for whom he is acting, procures, upon the faith thereof, for the beiu'lit 
either of hirnsidf or of such person, firm or corporation, either or any 
of the things of benefit mentioned in subdivision one of this section; or, 

3. Who, knowing that a statement in writing has been made, re¬ 
specting the finaiK'ial condition, or means, or ability to jiay of himself 
or such persons, firm or corporation, in whiidi he is int(*rest(‘d, or for 
whom he is acting, refiresents on a later day, either orally or in writing, 
that su<*h statements theretofore made, if then again made on said day, 
would be then true, Avhen in fact, said statement if then made would 
be false, and procures upon the faith thereof, for the benefit eithc*r of 
himself or of such person, firm or corporation, either or any of the 
things of beimfit mentioned in subdivision one of this section. 

Shall be guilty of a misdemeanor and ])unishable by imprisonment 
for not more than one year or by a fine of not more than one thousaml 
dollars, or both fine and imprisonment. 

The student will note that subdivision 1 of this section covers 
the guilt of a ])erson who knowingly is responsible, for a falsi* 
financial statement Ixdng made with tlie intent that it be reruxl 
upon in the accefitance of credit. The phrase “with intent that 
it shall be relied upon’’ is of particular significance. It is not 
necessary that tliere shall be actual fraud or even the intent 
to defraud. The very making of a false financial statemimt for 
the purpose of promoting the use of credit is in itself a crime. 

The second subdivision brings under the j)enalty of the law 
any person who, knowing that a financial statement is false, 
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Fig. o 4—Envelope form of financial statement. 
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uses it either for liis own benefit or for the benefit ‘‘of such 
person, firm, or corporation in which he is interested or for 
whom he is acting/’ The question is frequently raised as to 
whether this law does not make guilty an employee who is 
directed to make a statement which he knows is false. Under 
the words of the statute, the employee to be guilty must either 
be interested in the concern or acting for it. The employee 
who is merely carrying out orders in the regular routine of his 
employment cannot be made responsible. To do so would be 
eminently unfair, since, in such a case, the employee would be 
either in fear of losing his position if he refused to obey orders 
or in fear of the law if tlie orders were obc^yed. Rightly, the 
party who gives the orders is made the guilty i)arty. 

The third subdivision is also of particular benefit to creditors. 
It is noted that, while the statement originally must have been 
made in writing, and while it may have been a true statement 
at the time it was made, if, at a later date, the statement is 
said, either in writing or orally, to represent at that time the 
true condition, when, in fact, the statement does not represent 
the true condition, the person so reuttering the statement is made 
guilty. 

In addition to the above law. New York has enacted another 
law relating to false financial statements. This is Section 442 
of the Penal Law, reading as follows: 

Where ])roj)erty is purehnsed by aid of a duly signed financial state¬ 
ment and in said statement the buyer shall state that hc» conducts a 
specified kind of business and keeps books of account of said business, 
upon failure to pay for such property at maturity of the account, the 
seller may, at any time within ninety days thereafter, request the 
buyer to prodiu'e his said books of account within ten days after such 
request. The buyer shall then permit the seller to fully examine such 
books of account and to make co]>ies of any jmrt thereof. Failure to 
so ))rotluce the books is presumptive evidence that each and every 
pretense relating to the ])urchasers means or ability to pay, in said 
statement contained, was false when made and known to the buyer to 
be false. 

To use this law several ])oints must be covered. First, the 
creditor must have a duly signed financial statement; second, 
the statement must specify that books of account are kept; third, 
the seller must act within 90 days after the maturity date of the 
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credit; fourth, if the creditor is permitted to examine the books, 
he may discover falsity in the statement, or he may satisfy 
himself of the solvency of his debtor; and, fifth, if the debtor 
refuses to show his books, then the creditor may bring an action 
against tlie debtor for issuing a false financial statement, and 
the burden of proof is on the debtor to prove tliat the statement 
that he issued was not false. 

It will be seen that this is a law to which the creditor might 
resort if he has lost confidence in the debtor during the period 
of the credit, provided, of course, that the credit was based upon 
a financial statement in which books of account are s])ecified. 
Th(‘ effect of this action probably would be to induce the debtor 
to pay if he were able to do so. Naturally, the creditor would 
not resort to action under this law so long as he wished to 
retain the* good will of the customer, but every credit man is 
confronted with circumstances iimler which he feels it much more 
important to collect what is duo him than to retain the customer’s 
good will. 
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Text and Research Questions 

1. Wliy is not the financial statement alone sufficient as a basis for the 
extension of credit? 

2. Why is there a greater need of financial statements today than there 
was 50 or 75 years ago? 

3. What are the advantages of the “dire<*t” statement over the “indi¬ 
rect” statement? 

4. What reasons do business men give for not submitting financial 
statements to creditors? 

5. In drafting a financial statement form to be submitted to customers, 
what points should be carefully considered? 
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(5. AVhy is a certain degree of standardization of forms desirable? 

7. AVlien is the falsity of linancial statements most apt to be dis¬ 
covered ? 

8. AVlmt is the motive which actuates a business man in nuiUing false 
statements? 

9. How would you proceed to judge the truth and accuracy of a state¬ 
ment? 

10. "NVliy should all statement forms include phrases similar to ‘‘This 
statement is made with the intent it be relied upon to obtain credit” am! 
‘^You are to regard this as a continuing statement”? 

11. Why is it desirable that the applicant sj>ecify the b»>olvS of account 
which he keeps? 

12. What are the advantages, if any, of the federal law relating to the 
use of tlie mails over state laws? 

I. 1. When is a statement materially false? 

II. What is tlie motive of credit managers in ]»rosecuting those who 
give false statements? 

15. The Ajax Hardware ('o., not inc(»rporated, have dealt wilh you for 
three years, the highest credit being .$1(57. I*ayments have been from a 
few' days to 2 months slow'. A mercantih* agiMicy report does not contain 
a linancial statement, and trade reports indicate that payments are from 
prompt to 70 days slow', with the highest credit rep(ute«l l»y any cnMlitor 
$(500. You have received an order for about $900. Writ<‘ a letter requesting 
a linancial statement. 

1(5. Kefer to question 15. Assume that you have receivc'd an answer to 
your request for a tinaiicial statement in which your cu.stomer refers you 
to tlie mercantile agencies and further states that he cannot understand why 
after several years of d<*alings you should ask for a statement. Ib' states 
that no other <*reditors have made the stiine request. Write tlie <*iistonier a 
second letter. 
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FINANCIAL STATEMENT INTERPRETATION 

Statement Nomenclature. —The term, ‘‘linaricial state¬ 
ment/^ or just ‘‘statement/’ is loosely used whether the docu¬ 
ment is properly termed a financial statement or whether it 
might more properly be called a balance sheet, a statement of 
assets and liabilities, a statement of conditions, a statement of 
affairs, or given some other name. When the credit man speaks 
of a financial statement, he usually has in mind a balance slu‘et 
supplemented by other pertinent financial facts, including the 
income or profit and loss statement when it can be obtained. 
Stated in other terms, the common conception of the financial 
statement is a formal document containing the balance sheet, 
su])plementary facts, and operating details. 

Purpose of Financial Statement. —Many financial state¬ 
ments are made for the express purpose eitlier of furnishing 
financial information to the stockholders of a cor]>oration or to 
attract investors into the corporation through the purchase of 
bonds or stock. Another very large number of financial state¬ 
ments is made for the purpose of interesting pros])ective bank 
and mercantile (‘ivditors in the extension of credit or ri»assiii*- 
ing those who are already creditors. These statements may 
serve as well for tin* information and guidance of the manage¬ 
ment, and for filing with federal aiul state income-tax authori¬ 
ties. It is from the viewpoint primarily of management, bank, 
and mercantile creditors that our investigation of the financial 
statement, as a source of credit information, is to be made. 

At some long ago period traders, no doubt, found it 
necessary to record business happenings, or kee]) a diary of busi¬ 
ness transactions for their own information. This simiile 
method of compiling a cumbersome record for the owner of a 
business has long since given way to an intricate, carefully built 
accounting system which is becoming more and more standard¬ 
ized, but which is still merely a written record of business activi 
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ties. The growth of modern business enterprises has made 
necessary not only standardization of factory aiul office routine, 
but also that executives and their subordinates should have 
available reliable data regarding the activities of their organ¬ 
ization. 

Records were first compiled for the information of the owner. 
It was a natural scciuence for the business man to offer this 
record, or for those secondarily inleresteil to demand it as a 
proof of his financial soundness. As a conse(|uence, we find the 
use of the financial statement as a source of credit information 
steadily increasing. 

Authority for Statement Pacts.—Prior to the' invi'stigation 
of the statement itself the analyst will do well to ascertain, 
if he can, by whom the statement has been coinpih^d, because 
faith in the correctness of the various items will vary with the 
reliance which may be placed upon the ability and the integrity 
of him who made it. It is well to consider more than tlie signa¬ 
ture of the official apiiended to tin* statement, for in many cases 
—perhaps most—that official is merely ri'lying upon someone 
else for the accuracy of the facts ])r(*sen1(‘d. Tln^ statmnent 
should be interpreted in the light of the general rirord and the 
reputation of the concern which makes it. That no statemimt 
is more reliable than the man lM*hind it is an axiom gmierally 
accepted hy credit men. 

The above remarks apply iiarticularly to that class of state¬ 
ments which credit men r(*f(‘r to as unaudit(*d. Wlnm a state¬ 
ment bears an auditor’s certification, as well as tlu^ signature 
of an official of the company, a grc‘ater dc*f)endence is placed 
upon the certification of the accountant than ii|)on the signature 
of the company’s official. There are three; r(‘asons for this iitti- 
tude upon the part of credit men. Fii’st, tlu; fact that the 
statement was compiled liy one wlio is assumed, wheth(;r rightly 
or not, to be an accounting exjxTt; second, that the statement 
was compiled by one who had no direct interest in tin; impres¬ 
sion that the stat(»ment would make, wind her good or })ad ; third, 
that the accountant has his professional standing to maintain, 
and, furthermore, that he is subject to certain disciplinary 
measures either at the hands of the state under which his charter 
may have been granted, or at the hands of a society of account¬ 
ants to which he may belong. 
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Creditors have found, unfortunately, that the mere fact that 
a statement was prepared under the supervision of a firm of 
public accountants is not proof of the truth and accuracy of the 
statement. There are two points to be investigated even in the 
certified statement. The first question to be answered is who 
are the accountants? Can they be relied upon? Are they com¬ 
petent? Are they trustworthy? The competency of the certi¬ 
fied public accountant can generally be assumea but it must 
be remembered that much of the actual work, oftentimes, is in 
the hands of junior accountants in the employ of the public 
accountants. It must be said in truth, however, that incompe¬ 
tency on the part of accountants gives the credit man but little 
cause to w^orry. Nor should the reader infer that the author 
is raising the question of the general trustworthiness of public 
accountants. Their ethical code and integrity are, as a class, 
undoubtedly high. There will be found, however, unworthy 
representatives in all the professions. It is for the unscrupulous 
accountant that the credit man should be on the alert. As a 
matter of fact, bankers and mercantile credit men are not only 
insisting upon a greater number of audited statements, but 
are, in many instances, insisting upon the privilege of a])prov- 
ing or rejecting the firm of accountants selected by the prospec¬ 
tive debtor to make the audit. The accountant with high integ¬ 
rity will attach his name only to the statement which discloses all 
the liabilities and which shows the assets, according to his opin¬ 
ion, at their true worth. lie will not, in exchange for a fee, 
prepare a favorable report when the true report would })e un¬ 
favorable. Business men are more and more recognizing the 
distinction between tlie true auditor and the charlatan. 

The Accountant’s Report. —The second point, pcrha])s tlu' 
more imt)ortant of the two, is the extent of the auditor’s in¬ 
vestigation. The most competent and the most trustworthy 
auditor may be limited in the scope of his investigation. The 
auditor’s report or certificate, if carefully read, will disclose his 
limitation, if there has been any. For examjde, the certification 
which follows may be termed an unqualified certificate because 
no reservation or qualification whatever has been made: 

I have audited tlio accounts of the .Tolm Doe Manufacturing Co. for 
the year ended Dee. 31, 19—, and I certify that the above balance 
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sheet is, in my opinion, a true statement of the financial condition of 
the John Doe Manufacturing Co. at Dec. 31, 19—. 

(Sijfiied) Richard Roe, 

Certified Public Accountant. 

In contrast to tlie certificate above, by which it is seen that, in 
a sense, Richard Roe stakes his reputation as an accountant 
upon tlie accurateness of tlie balance sheet, is sliown the fol¬ 
lowing ciulificate which is decidedly (fualitied: 

The balance sheet herewith presented is a true copy of the assets and 
liabilities, as shown on tia* books of tlie company. 

(Si.^ned) Richard Roe, 

Certified Public. Accountant. 

The accountant’s statciuent in this case is almost worthless 
to the creditor. It proves no more than that tlu‘ books of tlu‘ 
comiiany are in balance. The creditor can assume no more than 
the certificate states. Put in a ne}>:ative sense, he must assume 
that the cash has not b(*en verified, the accounts rec(‘ivable not 
tt*stcd, the inventory not checked, or any otlu'r action taken 
which naturally falls within fh(‘ scope of an invc^stijiration. If 
the analyst would avoid trouble, In* should und<‘rstand that the 
accountant’s certificate must be strictly inter])rett‘(l. 

A third illustration of an accountant’s c(‘rtification is j;iven. 

We licreby certify that we have audited the books and accounts of.... 

.for the year ended Dec. ill, 19—, that the above 

balance she<*t is in agreement with the bonks ami in oiir ojiinion fairly 
presents, subject to the comments in our <*om]»lete re])ort, the financial 
position of the coinjiany as at Dec. 31, 19—. 

(Signed) Roe, Doe, & Co., 

Certified Public Accountants. 

There is no objection to this form of certification provided 
the complete report accompanies every balance shc<?t put into the 
hands of creditors. It rarely does. In its absence, credit men 
are prone to overlook the (lualifyir.g phrasi* or to assume that 
the comments, if known, would have an insignificant value in 
interpreting the subject’s financial position. In some cases, 
nothing could be further from the truth. 

The terms ‘‘report” or “opinion” are now preferred by 
accountants to the term “certificate,” and the former will un- 
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doubtedly gradually supersede the latter in general use. The 
form of audit report, known as the ‘‘Short Form of Report” 
and presently in general use, states: 

We have examined the balance sheet of the XYZ Company as of 

- and the statements of income and surplus for the fiscal year 

then ended, have reviewed the system of internal control and the 
accounting procedures of the companj’^ and, without making a detailed 
audit of the transactions, have examined or tested accounting records 
of the company and other suj)porting evidence, by methods and to the 
extent we deemed aiJi)ropriate. 

In our opinion, the accompanying balance sheet and related state¬ 
ments of income and surplus present fairly the position of the XYZ 

Company at-and the results of its operations for the fiscal year, 

in conformity with generally accepted accounting principles applied 
on a basis consistent with that of the preceding year. 

This form, it will be noted, is more specific in explaining the 
scope of tlie audit, thus defining and limiting the auditor's re¬ 
sponsibility. 

Liability of Accountant. —The accountant owes much of his 
emi)loymcnt to creditors. Many concerns regularly employing 
outside auditors would not do so if it were not for the insistent 
demand of creditors for certified statements. The question, then, 
may rightly be asked: For whom are accountants employed? 
Though paid by th(» concerns which they are auditing, they an*, 
in many instances, really issuing the statement for the creditors. 
Yet creditors, who have suflPered losses through certified false 
financial statements upon which they have relied, liave had no 
redress against the accountants except for fraud. The courts 
for a long time held it to be unreasonable to hold the accountant 
liable to any other than his employer. Court decisions in more 
recent cases,^ however, have taken a broadened viewpoint of 
fraud so that it may include gross negligence on the part of the 
accountant in making the audit. 

If the accountant intentionally certifies to a false statement 
and so becomes a consi)irator in a scheme to defraud, he may 
rightly be held liable. The later reasoning of the courts imposes 
upon him the duty to be not only honest but diligent in the per¬ 
formance of his work. Creditors will take a reasonable view of 

1 Ultramares Corp. v. Touche Niven, 255 N. Y. 570. State Street Trust 
Co, V, Ernst, et ah, 278 N. Y. 104, 15 N.E. (2cl) 416. 
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the accountant's liability. They do not wisli to make him as¬ 
sume the position of a guarantor, nor do they wish to hold him 
to any liability for errors of judgment lionestly made. They 
do expect of him honesty, expertness, and a reasonable degree 
of thoroughness. 

Accountant versus Credit Man.— A balance sheet is noth¬ 
ing more than a condensed inventory of assets, liabilities, and 
capital shown in terms of money. In this inventory, only the 
cash and the liabilities are fixed in their valuation. ^^Cash'’ 
has reached its final form, and from both the owner's and the 
creditor's standpoint the liabilities are subject to neither in¬ 
crease nor decrease. Aside from the items of cash, the balance 
sheet presents assets of some uncertainty as to their value. For 
example, accounts receivable, although they represent ascer¬ 
tainable facts, may bo to some extent uncollectible, while such 
items as merchandise, machinery, real estate, etc., are shown at 
a value which can be no more than an estimate or opinion. In 
the preparation of the financial statement, it is the function of 
the accountant to ascertain the facts and to use conservative 
and expert judgment in fixing the vjiluc of those items which 
are, to a certain extent, valued by appraisal. In this, the 
accountant Is greatly aided by having available all of the records 
and the data and usually the opportunity of ])hysical inspec¬ 
tion. lie appraises, combines, classifies, and the result is the 
condensed inventory of assets and liabilities which we call the 
balance sheet. 

The task of the credit man is, to some extent, the reverse 
of this process. He receives the condensed inventory and con¬ 
siders it, item by item, in an attempt to fathom any hidden sig¬ 
nificance that there may be in the item. He compares various 
items with each other to discover any disproportion among them. 
He attempts to get behind the bare statement of values to dis¬ 
cover the processes by which those values were determined. 

Methods of Analysis. —The analysis of a financial statement, 
if it is to be a thorough analysis, may be divided into three 
parts: internal analysis, comparative analysis, and sales analysis. 
The internal analysis treats each item in a statement accord¬ 
ing to its own value and its relation to every other item. It is 
the first step to be taken in every analysis, and in the absence of 
comparative statements and the sales figure it is the only 
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step that can be taken. Comparative analysis is the method 
by which two or more statements of different dates are com¬ 
pared with each other. In this method, similar items of different 
statements are compared with each other to discover distortions 
or trends. Sales analysis covers the important question of 
“turnover.’’ It is the method by which probable profits or 
losses are forecast for the future. In this method of analysis, 
the sales volume is compared with certain of the more impor¬ 
tant items of the balance sheet. Each of these methods will be 
covered in due course in some detail. 

The Date of the Statement. —The date of the statement 
should be taken into careful consideration for two major rea¬ 
sons. No business remains in a static condition. Kaleidoscopic 
changes are constantly taking place. Usually, too, the business 
from a capital and credit standpoint is going either forward or 
backward. The date of the statement or, let us say, its age 
warns the analyst of the progression or regression that may 
have taken place. The second reason for the careful considera¬ 
tion of the date of the statement is to compare the position of 
the business at the date of the statement with changes in condi¬ 
tion which may result from seasonal activity, from the condition 
of the industry itself, and from the condition of business in 
general. 

The creditor, unfortunately, has not reached the point where 
he can command financial statements from his customers at fre¬ 
quent intervals. The prevailing practice of concerns, from 
which statements can be obtained at all, is to issue them once', 
a year, although banks are to some extent both demanding and 
obtaining semi-annual and even quarterly statements. A con¬ 
cern should normally issue a financial statement at least once a 
year, and it will be found that this will be done cither at the 
end of the calendar year or the end of its natural business year. 
While either date may be accepted as satisfactory, from the 
credit man’s standpoint, a statement made when the business 
is at its peak would be most desirable, since it would show the 
condition of the concern when it is most extended. Some credit 
men are encountered, however, who prefer the statement made 
at the end of the concern’s natural business year, since such a 
statement discloses the customer’s ability to liquidate his short¬ 
term indebtedness. 
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The natural business year end of any business is the time 
when its operations come to a temporary close, or there is at 
least a seasonal lull in its activity. December 31, which is the 
closing date of perhaps three-fourths of all business, is a highly 
inconvenient closing date for those concerns which find them¬ 
selves in the middle of a busy business season at that time. More 
than a third of businesses which now take inventories on Dec. 31 
could change to some other date, and savings amounting to mil¬ 
lions in inventory takings could thus be effected. Not only 
would management and stockholders benefit, but accounting firms 
would be greatly relieved of the rush to make audits following 
the end of the year. Both clients and creditors could be better 
served by the accounting profession because audits could be made 
more promptly following the taking of inventory and under less 
pressure than now prevails. 

The selection of the natural business year end as the state¬ 
ment date would also aid credit agencies which now arc under 
the n(icessity of incorporating the new statements in credit re¬ 
ports, revising ratings, and making such changes as the new 
factual information may require. Against these advantages is 
tlie reluctance of business to change a i)racticc and the obvious 
reason that a change in the statement date would make more 
difficult comparisons with previous years. 

Whatever may be the date of the statement, the analyst will 
do well to assume that the statement presents tlie best possible 
condition that could be presented as of that date. Furthermore, 
if the statement is old, that is, if the regular date for the 
issuance of a statement has been permitted to lapse, the reason¬ 
able assumption is that the credit position has become less favor¬ 
able, for the concern presumably would make a later statement 
if it could show an improved condition. 

Classification of Statement Items. —The financial statement, 
as previously stated, is a condensed inventory of assets and lia¬ 
bilities. Condensed as it is, its items are frequently further 
combined into a few groups, according to the manner in which 
they function within the enterprise. While the division is an 
arbitrary one, it is also a more or less natural one. In order to 
classify the items for the purpose of our discussion the assets 
will be divided into three groups: current assets, deferred charges, 
and fixed assets. A fourth group, the intangible assets, is often 
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made of certain assets which, however, are found within the 
fixed-assets group. 

A similar division is made of the liabilities into current liabili¬ 
ties (with frequently a subdivison of accrued liabilities), fixed lia¬ 
bilities, and capital. Each of these groups will be briefly explained. 

1. Current assets, as the name implies, comprise those prop¬ 
erties which are readily converted into cash. Current assets 
are also frequently described as ‘ ‘ quickassets, and certain of 
the current assets are further designated as quick current’’ 
or ‘‘slow current.” Subgroups of current assets may also be 
made of working assets and other convertible assets. Under 
this subdivision, working assets would include only the cash, 
the receivables, and the inventory, wliile other convertible assets 
might include good marketable securities or other very liquid 
temporary investments. 

.2. Deferred charges, or deferred assets, frequently also called 
“prepaid charges,” consist of payments which have been made 
the benefit of which will fall in subsequent a(*counting periods. 
This group of items may be illustrated by such items as insurance 
premiums, prepaid interest, or prepaid taxes. 

3. Fixed assets are those not traded in or readily convertible 
into cash. As their name implies, they are the more or less 
permanent assets, such as furniture and fixtures, machinery, 
real estate, good will, patents, etc. Frequently, a subgroup is 
made of certain items called the “intangibles,” of which good 
will and patents are examples. 

Liabilities are classed as either current or fixed. 

1. Current liabilities are those which mature in the near 
future, and payment of which is usually made from the pro¬ 
ceeds of the current assets. The most common items in this group 
are the accounts payable and the notes payable. There may be 
other current liabilities which, though neither entered in the 
books nor yet due, are, nevertheless, actual and should be shown. 
These consist of such items as wages, rent, taxes, or interest, 
the payment of which will fall at some later period. This sub¬ 
group is called “accrued liabilities.” 

2. The usual practice is to classify any liability which be¬ 
comes due more than one year from the date of the statement as 
a fixed liability. This class includes usually all long-term notes, 
bonded indebtedness, real and chattel mortgages. 
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The above classification loaves certain items on the liability 
side of the balance sheet, viz., the reserves, capital, and surplus, 
unaccounted for. These items require special consideration, since 
they are not liabilities in the sense that the term liability is used 
for the above current and fixed items. Discussion is reserved for 
later treatment. 

Purpose of Analysis. —^When the credit man has the finan¬ 
cial statement of a debtor i^laeed before him for his considera¬ 
tion, he studies it from two standpoints. First, he appraises 
what credit men are wont to call the liquidity of the business, 
by which is meant the degree of the sufficiency of cash ^ to meet 
the obligations of the business at all times. This feature of 
liquidity is approved according to the standards or requirements 
of the creditor house and, accordingly, accepted or rejected. 
Thus a seller who is willing to wait for his pay for some time 
after the maturity date of the credit may be willing to accept 
a risk somewhat deficient in this quality of liquidity, while a 
second creditor might refuse to sell a concern whose statement 
indicated, in any degree, slowness of payments. Second, the 
analyst must consider the ability of the risk, either partially 
or completely, to liquidate. By this is meant the ability to 
reduce apf)reciably the liabilities by a forced or sacrifice sale 
of a portion of the assets or to meet all the liabilities by the 
(piick sale of all the assets. With this purpose of the analysis in 
mind, let us proceed to a discussion of the various items of the 
financial statement itself. 

Cash.—According to Webster, ‘‘cash'' means money at hand 
or readily available. This definition of cash is fair enough 
from the credit man’s standpoint. Under it may be included 
ready money in drawer or safe, bank deposits payable on de¬ 
mand, checks, money orders, or other instruments, received as 
money, which, in the ordinary course of business, will be re¬ 
ceived by a bank as a cash deposit. Under this definition there 
cannot properly be included postdated checks, I.O.U.'s, receipts 
for expenditures, or other memoranda which may be held in 

2 The phrase * ‘ sufficiency of cash ’ ’ does not imply a large quantity of 
cash but rather the flow of cash into the business resulting from the sale of 
its products, or the ability to provide cash through short-tenn borrowing 
from banks or other financing institutions. 
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the cash drawer. If correctly stated, cash may be accepted at 
its face value. 

The creditor usually asks that cash be segregated as follows: 

1. Cash on hand. 

2. Cash in bank. 

This segregation is important, for there are a number of reasons 
for considering the items separately. Cash on hand is usually 
of the lesser importance, because, under normal conditions, it 
should be relatively small. The item ‘‘cash in bank’’ is subject 
to verification. While it is usually impossible to obtain from a 
bank the exact amount of any of its customers’ balances, the 
bank will usually verify a balance given on a balance sheet, 
particularly if the bank is named therein. The reader will, 
of course, realize that the books of the bank and its deposits 
may not agree, owing either to checks drawn and in transit or 
deposit items in transit. Ordinarily, however, the bank’s bal¬ 
ance should be equal to or exceed that of the customer. A state¬ 
ment of the cash balance may also enable the investigator to 
draw from the bank information as to whether the balance 
shown is an average balance or inflated for the occasion. 

The average balance maintained, when learned by the inves¬ 
tigator, enables him to judge whether or not the account may 
be a desirable one to the bank. Particularly is this true if the 
customer be a borrower from the bank. In the latttT event, a 
commensurate balance, usually 20 per cent, must be maintained. 
Another point worthy of consideration is that the bank has a 
lien upon the cash balance, if the bank is a creditor. 

How much cash a concern should carry cannot be coven'd 
in a general statement. The amount varies with different busi¬ 
nesses and at different seasons. The creditor should judge as 
accurately as he can the cash requirements, and, if cash appears 
to be ample, he will be satisfied with this item of the statement. 

Accounts Receivable. —The accounts-receivable item is, or 
should be, the sum total of “accounts owing by customers, good 
and collectible, not pledged or sold.” In order to verify this 
item as an asset and to appraise its liquidity, the credit man 
would like to examine the customer’s accounts-receivable ledger 
in detail, and, indeed, this is frequently done by bank and other 
credit men when a thorough investigation is being made. Ordi- 
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iiarily, however, such a detailed consideration of accounts re¬ 
ceivable is hardly possible, and the analyst has to be content with 
the consideration of certain i)oints which would influence his 
appraisal of this item. 

The credit man would like to have tlie total divided into the 
amounts not due, 30, 60, 90, 120 days, or more, i)ast due, com¬ 
monly called an aging’’ of the accounts receivable. He should 
know the subject’s usual terms of sale and the discounts offered 
under them, since terms ma,y aid in determining the number of 
days required in collecting the receivables, and the discount, 
the amount that will be deducted by the accounts when making 
payment. He would like to know whetlier the receivables have 
been fully depreciated for bad debts, a point sometimes, but not 
always, covered by showing in the statement a reserve for bad 
debts. He would like to know, too, the location of the accounts, 
since bad industrial conditions in certain S(?ctions might render 
them slow of collection. Sales to subsidiaries or to affiliated 
companies, or disproportionately large sales to one or a few ac¬ 
counts may present an element of danger. The success of parent, 
subsidiary, and affiliated companies is ai)t to b(^ bound together 
closely so that, when support is needed, it is most likely to be 
lacking, while the loss of a large customer, or more ])articularly 
its bankruptcy, might be disastrous. 

The relation of the date of the statement to the seasonal 
activity of the business should not be neglected. Other points 
to be considered are the relation of the accounts receivable to 
other items, particularly the sales and inventory. This rela¬ 
tionship is discussed in a subsequent chapter. 

Finally, emphasis is j)laccd upon the limitation of the item 
given in the first sentence of this section. The accounts receiv¬ 
able included in the statement should be good and not question¬ 
able; they should be collectible according to terms or with rea¬ 
sonable promptness; and they should be the ])roperty of the 
maker of the statement. If there arc any liens upon them held 
by another, they should be shown. When the accounts receiv¬ 
able conform to the principles here laid down, they form an 
asset in which the creditor may place much confidence. 

Notes Receivable. —Like accounts receivable, this item may 
sometimes represent obligations of others than customers. For 
example, partners, officers, or employees may have given notes 
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for sums advanced to them. When such is the case, these mis* 
cellaneous notes should be segregated from customer's notes so 
that the former may be separately appraised as an asset. 

Notes receivable, since they arc a written promise to pay a 
certain amount on a definite date, are superior to accounts 
receivable, as an asset, provided they are obligations of a class 
of customers with a credit standing not inferior to the accounts- 
receivable customers as a class. It should be remembered in 
this connection, however, that in comparatively few industries 
is it customary to give notes for goods. If it is not the general 
practice, then the reason for substituting the note for tlie book 
account must be sought. It will be found, in such cases, either 
that the notes represent accounts which have become due and are 
settled by note rather than by check or that the creditor has in¬ 
sisted upon a note under the impression that it would, to some 
degree, lessen the risk. Such notes are obviously inferior to 
good accounts receivable. The superiority of the credit in¬ 
strument cannot overcome the inferiority of the obligor. Hence, 
the analyst may find himself obliged to regard notes receivable as 
a somewhat frozen instead of a very liquid asset, and he may even 
deem it necessary to discount the item, to cover possible bad debts. 

Aside from the warning given above, the interpretation of 
notes receivable is quite similar to that of accounts receival)le. 
The analyst should be on the alert to discover whether any notes 
shown as assets may have been discounted and yet carried at their 
face value or a contingent liability may have been created by such 
discounts without being shown upon the financial statement. 

Trade Acceptances. —^While trade acceptances might be in¬ 
cluded under the caption ‘‘notes and bills receivable," it is 
better to have them segregated to facilitate analysis. If trade 
acceptances are customarily taken in payment of goods, as in 
the raw-silk trade, they represent a very liquid asset. The 
rapidity with which they convert into cash depends upon the 
terms under which they are drawn. A knowledge of the terms 
is therefore important. The analyst will, of course, wish also 
to consider the general credit standing of the acceptors to enable 
him to judge the delinquencies and the bad debts arising from 
this class of customers. 

Inventory. —^Merchandise or inventory is always an item of 
great interest to the credit man, and it should be subjected to 
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the closest scrutiny. Often it is a mystery item whose true ap¬ 
praisal is difficult. Even the principals in a business do not 
always have implicit confidence in the accuracy of the mer¬ 
chandise inventory, as disclosed by the statement. 

The term inventory,' ’ as used in its general sense, refers 
to any movable object, in whatever stage of completion together 
with the necessary supplies, which forms an article of com¬ 
merce of the seller. By ‘‘necessary supplies’’ is meant any pack¬ 
ing materials, crating, wrapping paper, boxes, etc. In the con¬ 
sideration of this item, a number of questions will arise which 
will be treated in turn. 

Inventory Accuracy.— Can the creditor rely upon the ac¬ 
curacy of the inventory? Does it include any goods held on 
consignment or subject to a lien of any sort? How was the 
quantity and value arrived at? The approved method is the 
physical inventory. Worthy of less reliance is the 7 )crpetual in¬ 
ventory system, while the inventory that is a mere guess has al¬ 
most no value in aiding the credit man to appraise the credit risk. 

A growing practice, which should be ardently fostered by 
all credit men, is to have the accountant assume responsibility 
within his limitations, for the accuracy of the inventory. This 
the accountant does by having the inventory taken under his 
supervision, thereby making it possible for him to verify the 
physical quantity and, with perhaps somewhat less accuracy, 
the value of it. 

Ill a great many fiiiaiH*ial statements, the inventory represents fully 
50 per cent of the total assets. Where the accountant has verified the 
other items in the statement and has accepted the inventory “as sub¬ 
mitted,” the verification cannot be regarded as complete. If it is good 
practice to verify all other items on the statement, why is is not just 
as reasonable to verify the inventory? Of what value is a certification 
which does not include verification or definite tests of the inventory by 
the accountant? 

Certification of inventories is the next forward step in the account¬ 
ing profession. Accountants would do well to encourage its practice. 
It is an inevitable development, and we believe that the accountants 
recognize this opportunity for service. In this undertaking they can 
most certainly rely on cooperation from credit grantors and merchants.® 

3 From an unpublished pamphlet of the Uptown Credit Group of the 
Textile Industry, New York, 1934, Samuel Bertcher, chairman. 
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Inventory Valuation. —How is the merchandise valued ? The 
business public is becoming educated to the accepted practice, 
which is to comj)ute the value of merchandise at the cost price 
or the present Fiiarket i)rice, whichever is lower, in the instance 
of each item. The credit man can hardly assume, however, that 
the proper practice has been invariably followed, for either cost 
or market price may have been wrongly used, or even selling 
price may be used in the computation. To show the inventory at 
selling price, while it must be said that it is rarely done, is 
distinctly bad practice, for it records a profit that has not been 
earned without taking into account the expense that must be 
undergone in selling the merchandise. Furthermore, if the 
profit should subsequently be earned, it belongs to a subsequent 
accounting period. 

It is likewise improper to value the inventory at the present 
market price when that exceeds the cost price on the principle 
that profit must not be recorded until the goods are sold. On 
the other hand, if the market price is lower, it must be used 
because the replacement price or present ])rice determines the 
ultimate price at which goods are sold. To follow the rule of 
cost or market, whichever is lower, is extremely important in 
those industries in which prices may fluctuate widely. An inven¬ 
tory at cost might grossly exaggerate the actual income that 
might be derived from the sale of the merchandise. An inven¬ 
tory taken at market value might also indicate a false profit if 
there has been a further decline in price between the time the 
goods were inventoried and their sale. 

The ‘‘last in-first out’’ method of inventory valuation is 
gaining some vogue. This method is based on the assumption 
that the latest units of inventory purchased arc the first ones 
sold and the price ])aid for these units is the price used in com¬ 
puting the cost of the articles sold. Thus the profit is determined 
by using the actual cost of all the goods sold. The motive of 
this method is to nullify gains or losses resulting from “the cost 
or market—whichever is lower” basis of inventory valuation 
in a rising or falling price level. Under this method the inven¬ 
tory showm on the balance sheet may or may not have a close rela¬ 
tionship to its present market value. For example, a concern 
with an inventory of 1,000 units vjilued at $10,000 would, if its 
inventory never was less than 1,000 units, always carry that 
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quantity of its inventorj" at the same price. Recent cost or 
present market might be far above or far below that value. 

This method, unless there wore an explanatory statement 
showing the relation of the stated value of the inventory to its 
present market value, would add to the analyst’s difficulty in de¬ 
termining whether the inventory is in ])roper relation to sales 
and working capital, as well as in determining its liquidating 
value. 

Inventory Analysis. —Of what dot's tlie inventory consist? 
The nature of the business will answer the question in part. It 
will not, however, disclose the condition of the stock. If the 
subject be a manufacturing concern, it is desirable to have the 
inventory segregated into raw goods, goods in process, finished 
goods, and supplies. This enables the credit man to judge 
whether or not the customer is presenting a balanced inventory 
and, also, to appraise more correctly the value of the inventory 
in the event of forced liquidation. Some kinds of merchandise 
are subject to much greater de])reciation than others when 
tlirown on the market. Every credit man should accpiaint him¬ 
self with the depreciation that is usual in his own industry. 
As a general rule, it may be said that tlie raw material will 
suffer the least depreciation because of its availability to other 
maniifacturers. Contrasted to the raw material, goods in process 
may require considerable depreciation, for much time and labor 
must be spent to put them in salable condition. The finished 
product may more readily be sold but at a larger discount from 
the replacement value than in the case of raw material. Tlie con¬ 
dition of the inventory involves also freshness, salability, and 
style. In some industries, there are rapid changes of style and 
fashions, and for these and other reasons merchandise may 
rapidly deteriorate in value. 

The ultimate objective in the analysis of merchandise is to 
determine whether or not the stock is normal for the time of 
year at which the inventory is taken. Usually, the statement 
will be issued at the end of the season when the stock is low. 
The analyst should guard against the possibility that merchandise 
for the new season has been taken in but omitted, together with 
the corresponding liabilities, from the balance sheet. This prac¬ 
tice, while absolutely wrong, is sometimes countenanced even 
by accountants. 
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It is, in fact, impossible to warn the reader of all the evil 
practices and, as well, honest errors in judgment that may be 
encountered in the inventory item. While pleading guilty to 
rtdteration, the author can give no better advice than to have 
in mind largely the character and the capacity of the owner of 
the business when putting an appraisal upon the inventory item 
of his financial statement. 

Deferred, Assets. —There may appear on the balance sheet 
items called ‘‘deferred assets,” “deferred charges,” “suspense 
debits,” or even “other assets.” All may mean virtually the 
same thing. Under such a caption are included such items as 
insurance premiums paid, interest, taxes, rent, stationery and 
supplies, and other sundry expenses paid, a part of which, ascer¬ 
tained by calculation, justly belongs as a charge to the period 
following the date of the statement. These items are usually 
disregarded by the analyst when he is appraising the liquidating 
value of the assets, because, with comparatively rare exceptions, 
nothing can be recovered from them. Nevertheless, they are 
rightly included in the balance sheet, for, if permitted to remain 
in the expense account, the income account would not show the 
true results of the operation for the period, nor would the 
surplus account reflect the true condition of the business. The 
presence of such items in the balance sheet is an indication of 
])roper accounting methods and, therefore, creates a favorable 
impression. 

Furniture and Fixtures. —This item is usually of minor im¬ 
portance in the analysis of a financial statement. The analyst 
should consider whether the amount invested in furniture and 
fixtures is commensurate with the size and nature of the business 
and whether the proper ])rocedure with reference to depreciation 
is being carried out. 

Plant, Machinery, and Tools. —The questions raised in the 
analyst's mind in the consideration of this item are chiefly these: 
Are the physical size of the plant and the quantity of the machin¬ 
ery and tools commensurate with the volume of business at¬ 
tained? Are they properly valued and properly depreciated? 
In the event of liquidation, what may be realized upon them? 
How modem is the plant, and is the machinery to any degree 
obsolete? While these are a part of the fixed assets and there¬ 
fore contribute very little, directly, to the payment of current 
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obligations, nevertheless they are essential to the business and 
are the means of production of the current assets upon which 
constant liquidation of the liabilities depends. Therefore, their 
efficiency and value are of considerable interest to the creditor. 

The credit manager should always bear in mind that the usual 
practice is to carry fixed assets such as real estate and machinery, 
at their cost value, subject, of course, to depreciation charges. 
The value thus shown may be considerably misleading since the 
asset may have been acquired when prices were either much 
higher or much lower tlian at the time the analyst is weighing 
the statement. 

Intangible Assets. —^Under this heading may be grouped 
such items as copyrights, patents, good will, trade marks, for¬ 
mulae and processes. The proof of the value of these items is 
usually found in the measure of the success attained by the 
business. If the business is unsuccessful and under the neces¬ 
sity of liquidation, it may be found that the intangibles have 
been greatly overvalued upon the balance sheet. It is significant 
that the tendency among conservative concerns is to carry the 
intangible assets at a nominal figure. Some of tliese assets, 
however, as, for instance, a nationally and favorably known 
trade mark or trade name, may virtually insure the continuance 
of a concern in business, for new capital and new management 
will always be ready to step in and utilize the distinct advantage 
given by a trade mark or trade name already favorably known 
to the general public. A careful consideration of both the liqui¬ 
dating value and the earning power of all intangibles should 
be made. In addition, a point that may have some significance 
is the proportion of the capital stock that may be n^presented 
by the intangible assets. 
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Text and Research Questions 

1. What is the distinction between balance sheet, financial statement, 
statement of assets and liabilities, and statement of affairs? 

2. Give four different purposes for which financial statements are made. 

3. How much reliance is to be placed in statements certified by a certi¬ 
fied public accountant? 

4. Why should the accountant’s certification be carefully studied? 

5. How would you define a financial statement? 

6. How does the date of a statement assist in its interpretation? 

7. What advantages would result to credit men and accountants in 
having all statements presented as of the end of the concern’s natural 
business year? 

8. What two questions must the analysis answer affirmatively in order 
to have a satisfactory risk? 

9. Why should “cash in bank” be segregated from “cash on hand”? 

10. Why would the credit man like to have the receivables fully ex¬ 
plained? 

11. Whicli are the more liquid assets, accounts receivable or notes 
receivable? 

12. List the questions that the credit analyst would like answered in a 
thorough consideration of the inventory of (a) manufacturer; (&) a re¬ 
tailer. 

13. What is the justification, if any, of setting up as assets expenses 
that have betm paid? 

14. When is “good will” justified as an asset upon a financial state¬ 
ment? 

15. Refer to the balance sheet of a dress manufacturer for the year 1940, 
shown on page 454 of the text. Submit an analysis of the balance sheet, 
confining the analysis to comments on the various items together with ques¬ 
tions which you would raise and which you would like to have answered for 
a more tliorough analysis, for example: 

Cash, 

Would like to know; 

Cash on hand. 

Gash in bank. 

Name of bank or banks of deposit. 

If balance is demand or time deposit, etc. 



CHAPTER XIX 


FINANCIAL STATEMENT INTERPRETATION 
(Continued) 

THE LIABILITIES 

Accounts Payable. —This item should represent the amount 
owed to creditors upon open account for merchandise and sup 
plies. The amount will not be overstated but it is possible that, 
through faulty bookkeeping methods, carelessness, or intent, 
not all the accounts i^ayable may be included. Some book¬ 
keepers, for example, file miscellaneous bills and enter them 
under expense accounts when paid. Such items are truly obli¬ 
gations and should api)ear upon the balance sheet. If the state¬ 
ment is made purely for creditors, a segregation may be made 
of accounts due and accounts not due, or, of accounts still sub¬ 
ject to discount, and accounts past due for discount. Such a 
segregation is very desirable. Obligations on open accounts 
incurred for any thing except goods or supplies should be placed 
in a separate account. Such an account might include unpaid 
salaries or bonuses, in which event the creditor will, no doubt, 
regard such claims as preferred. The management of a concern 
owing its inside people a considerable amount of money would 
be quite inclined to take care of them first. 

Bills Payable —Under this heading may be included the fol¬ 
lowing items: 

1. Notes given for merchandise purchased. 

2. Trade acceptances. 

3. Notes payable to banks for money borrowed. 

4. Notes payable to individuals or concerns other than banking 
institutions. 

5. Other notes, such as notes given for advances either against mer¬ 
chandise or outstanding accounts as collateral, or purchase money notes 
given for unpaid balances on machinery or equipment. 

While all notes payable may be grouped under the one head, 
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the item is, obviously, much more understandable if the notes 
payable are segregated as indieated above. A general observa¬ 
tion may be made to the effect that when there is no segregation, 
ii the item ends in round numbers the indication is that the 
item represents notes payable to banks or others for money bor¬ 
rowed, while an item ending in odd amounts probably covers 
notes given for merchandise or equipment purchases, or, pos¬ 
sibly, customers' notes discounted at the bank although included 
in the assets. Notes of reasonable amount payable to banks are 
regarded with favor by the mercantile creditor, while too largo 
an amount may indicate that receivables have been pledged as 
security or that other collateral has been given. On the other 
hand, too small an item may indicate the subject's inability to 
get the banking accommodation which he needs. 

Notes and trade acceptances may be looked upon with favor 
or disfavor according to whether or not it is customary in the 
industry to close purchases of merchandise by these instruments. 
Where it is not customary, the obvious assumption is that these 
credit instruments are demanded by creditors because of the 
inferior credit position of the purchaser. 

An item indicating that notes have been given to individuals 
or other than banking institutions is usually frowned upon by 
mercantile creditors. The item may indicate that the subject 
is not in good banking credit, or, having borrowed the limit 
fixed by sound banking practice, additional funds have been 
secured elsewhere, frequently from relatives or friends. Aside 
from the fact that it may be unwise for the borrower to extend 
his current liabilities beyond the limit fixed by bank and mer¬ 
cantile credit men, there is added the fear that this class of 
creditors will be treated by the debtor as preferred creditors in 
the event of threatened financial embarrassment. Such loans 
are often obtained upon the distinct, though secret, understand¬ 
ing that the lender will be taken care of before the final crash, 
and, besides, it is but natural for relatives and friends to receive 
more consideration than mercantile or bank creditors. When 
such an item appears upon the balance sheet it is well to enquire 
who the creditor is, the security given, the date of maturity, and 
the cost of the loan. 

The fifth class, or miscellaneous group of notes payable, will 
have to be interpreted according to the circumstances attend- 
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ing their issuance. Notes secured by collateral may indicate 
some deficiency in borrowing power. At best, the general cred¬ 
itor is at a distinct disadvantage, as compared with the secured 
creditor. Such notes as purchase-money notes, although they 
may be forced by the iiecessities of the business, may be a severe 
though temporary strain on the working capital. 

A careful consideration of the notes payable, and of the 
accounts payable as well, is suggested, for these items disclose 
the care and ability of the management in financing current 
assets. A careful investigation of these items will also disclose 
how much credit support may be expected of these two classes 
of creditors. 

Accrued Liabilities. —In addition to liabilities, incurred lor 
money borrowed or purchases made, there may be other items, 
usually expenses, which, tliough not matured, belong to the 
accounting period covered by the statement. 

Such items include salaries and wages, insurance, rent, taxes, 
and interest. The presence of an item of accrued liabilities 
indicates that the balance sheet has been thoughtfully prepared. 
The absence of such an item may not be serious, but in many 
cases, accruals, not considered in making up the statement, 
would throw quite a different light on the business, especially 
when such items are large and paid at infrequent intervals. 

How should accruals be treated in analyzing the financial 
position of a concern? This question is quite easy to answer. 
It is to be assumed that the accruals are constantly rii)ening 
into maturity. At best, the date of payment is not far removed. 
They must, therefore, be regarded as current obligations and 
not merely as current obligations but as obligations which will 
take precedence over both bank and mercantile creditors. As 
a matter of fact, some of the creditors represented by accruals, 
for example, employees and the government, are actually pre¬ 
ferred creditors in the event of liquidation. 

Deposits. —^Whenever the item ‘‘deposits^' appears as a 
liability upon a balance sheet there may be uncertainty whether 
the concern is a debtor to the depositors or a trustee of their 
funds. Often the item represents money deposited for safe¬ 
keeping or in trust for special purposes, such as deposits of 
employees' Christmas or savings funds. The item may not be 
large enoiurh to have much bearing on the risk, but, in the 
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absence of a clear explanation of it, bank and mercantile cred¬ 
itors will be inclined to regard it as a preferred claim whether 
or not it be legally one. 

Bonds. —This item indicates the subject's obligation for 
money borrowed upon a promise to pay at a definite future date, 
usually with real or personal property mortgaged as collateral 
security. Since the bondholders are usually secured creditors, 
there may be but little or nothing left for general creditors in 
a forced liquidation. While bonds are frequently disregarded 
by the credit man because they are regarded as a fixed or long¬ 
term liability, it sliould be borne in mind that, in some instances, 
as, for example, a default on interest payments, they may 
become due and payable almost overnight. A careful considera¬ 
tion of this item should include the amount of bonds authorized 
and issued, the purpose of the issue, the security, the interest 
rate, the maturity, and the metliod of retirement. The interest 
accrued on bonds is, of course, a current liability. 

Mortgages. —Mortgages are divided into two classes, namely, 
real-estate mortgages and chattel mortgages. Through custom, 
when the word mortgage’^ only is used, it usually means a 
real-estate mortgage. When personal property, such as goods, 
machinery, or equipment, is mortgaged, the term ‘‘chattel mort¬ 
gage’’ is used to distinguish such mortgage from a real-estate 
mortgage. 

How the analyst will regard the mortgage as affecting the 
financial risk will depend largely upon the circumstances. A 
real-estate mortgage, in some instances, may be looked upon witli 
considerable favor, since it releases, for use in the business 
at a reasonable cost, capital which otherwise would be tied up in 
real estate. Chattel mortgages also need not be always con¬ 
demned. A mortgage given to secure the payment of the pur¬ 
chase price of machineiy or eciuipment may be justified, but 
any lien upon any of the trading assets of the concern is very 
damaging to its credit. 

The facts concerning the mortgage should be learned and 
used in the appraisal of the effect of the mortgage upon the 
credit risk. 

Reserves.— The reserves constitute a class of items most fre¬ 
quently misused and more than ordinarily difficult for the 
analyst to interpret unless the purpose of the reserve is clearly 
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set forth on the balance sheet. The term itself is confusing. By 
the uninformed a reserve might be mistaken for an asset. Ac¬ 
countants are freciuently substituting for “reserve’’ the words 
“allowance” or “provision” as in the expressions “allowance 
for bad debts” and “i)rovision for depreciation.” While placed 
among the liabilities, the reserves represent merely bookkeeping 
entries of amounts set aside from tlie surplus or net-worth ac¬ 
counts for specific purposes. This item on the balance sheet can be 
understood only when the purpose of the reservation is disclosed. 

Upon analysis, reserves will be found to fall naturally into 
four groups, and such a grouping aids greatly in the under¬ 
standing of the significance of the item. 

1. Reserves to Meet Real or Expected Shrinkage in the Value 
of Certain Assets .—These arc termed depreciation reserves and 
may be illustrated by such entries as reserve for bad debts, 
reserves for depreciation of plant, machinery, c(|uipmcnt, etc. 
While in accounting reserves appear on the liability side, when 
a balance sheet is drawn off, it is quite a common practice to show 
this type of reserve not as a liability but as a deduction from the 
asset with which it is associated. Such reserves may aid in plac¬ 
ing an estimate upon the liquidating value of the asset and, when 
the reserve applies to a fixed asset, may also aid in judging how 
soon it may be necessary to replace it. 

2. Reserves to Cover Operating Expenses Known to Have 
Accrued hut Uncertain as to Amount or Not Yet Matured .— 
Illustrative of this class of resen^es arc reserves set up for taxes, 
rent, etc. Reserves of this nature arc hardly distinguishable 
from accruals, and they arc, indeed, to be treated as such by the 
analyst. 

3. Reserves to Meet Any Possible Contingency Which May 
Arise .—Such a reserve is, in fact, merely a segregated portion 
of the surplus. How the item will be regarded will depend 
somewhat upon whether or not the analyst can discover whether 
the “contingency” is near or remote. The contingency might 
represent a lawsuit actually brought against the concern or im¬ 
minent, and the concern might provide against its unfavorable 
outcome by removing a certain sum from its surplus. The pur¬ 
pose of this type of reserve may be to serve as a warning either 
that the surplus would otherwise be overstated or that it will be 
lessened if the “contingency” becomes real. 
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4. The Reserve to Redeem Debts .—The offsetting item to this 
reserve is usually a sinking fund, and hence the usual term for 
the reserve is the ‘‘sinking-fund reserve/’ 

Capital or Net Worth. —In the balance sheet of the indi¬ 
vidual or the partnership, the term “net worth” is used to show 
the book net worth or equity of the owners in the business. The 
terms “capital and surplus^’ express the same thing for the cor¬ 
poration. 

Capital Stock. —Capital stock is placed among the liabilitie s 
of a corporation, because, as a legal entity, the corporation upon 
liquidation or dissolution would owe to the stockholders what¬ 
ever might remain after all other obligations have been met. 
Since the stockholders are the last to share in the assets of the 
business, the creditors may not be keenly interested in this 
item. A study of it may, however, aid in a bettor understanding 
of the business. For this purpose it is desirable to know the 
different classes of stock, the amount authorized, the amount 
issued and fully paid, and the dividend requirements of the 
preferred stock. The stringent protective provisions of this latter 
class of stock may cause serious difficulty for the corporation 
if dividends are not paid for any protracted time. 

Surplus. —This is an item too often misunderstood and 
neglected by credit men in the analysis of a balance sheet. An 
analysis of the item might, in some instances, throw considerable 
light not only upon the earnings of the company but upon the 
character and capacity of its management as well. The surplus 
account has been termed the shock absorber of the business, 
since any change in the value of the assets, cither u])ward or 
downward, will change the amount of this item. Surplus is 
merely the difference between the book value of the assets and 
the reported liabilities including the outstanding stock. 

Too often the creditor assumes that the surplus account rep¬ 
resents profits earned by the business. While this is commonly 
so it is by no means generally true. Surplus may arise in several 
ways among which the most common are; 

1. Accumulation of profits through the normal trading or manufac¬ 
turing activity of the business. 

2. Through the sale of new securities at a premium. 
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3. The “paid-in” surplus, created by liaving: a pnuniuni paid in on 
capital stock. 

4. Donated surplus, consisting of any donation of value, most com¬ 
monly in the form of stock. 

5. Reappraisal at higher value of such assets as })lant and property, 
intangibles, and even investments and securities. 

6. Sale of capital assets at more than their book value. 

The true significance of any changes in the surplus account 
cannot be ascertained unless it is known how the change was 
accomplished. For this purpose a study of the income account 
is essential. 

What constitutes a good ratio as between capital stock and 
surplus? Credit analysts feel that the surplus account should 
be neither too great nor too small, but they are inclin(*d to be 
very indefinite when pressed to be more specific. The surplus 
account, it is felt, should be large enough to a])sorb any ordinary 
losses that might befall the company witlioiit an impainnent of 
the capital stock itself. Stockholders often watcli the surplus 
account with greedy eyes. As that account increases there is 
temf)tation, augmented perhaps by pressure of stockholdei*s, 1o 
declare a cash dividend. Cash dividends represent a withdrawal 
of a current asset which the company may ill afford at the 
time. If, however^ the dividend is declared in stock, it r(‘])resents 
an expansion of capital, which is usually very favorably re¬ 
garded by the creditor, with no attendant strain upon the current 
position of the company. 

Contingent Liabilities. —While the balance sheet itself may 
not customarily show contingent liabilities, no discussion of the 
financial statement should fail to include them. Many a creditor 
has suffered a loss through his failure to discover the existence 
of contingent liabilities. A contingent liability may be defined 
as an existing condition which may become an obligation de¬ 
pendent upon the happening of a certain event. Such a possible 
obligation may assume many different guises, among which the 
most common are: 

1. Discounted notes or trade acceptances receivable. 

2. Coraniitments or contracts for merchandise or services. 

.*>. Endorsements and guarantees. 

4. Pending lawsuits. 
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As a matter of fact, the good credit analyst never limits his 
investigation to a consideration of actual liabilities. He pro¬ 
ceeds to discover, if he can, how the subject may have involved 
himself with contingencies which may produce obligations. These 
contingent liabilities—and the four classes mentioned above are 
representative—the author terms ‘‘created contingent liabili¬ 
ties.'’ The credit analyst goes further and considers the ability 
of the subject to absorb any shock which may be suffered through 
contingencies which are less apparent but which may befall 
any business. Such a consideration includes the conditions 
in the trade, the possibility of the cancellation of contracts and 
the return of goods, advances in industrial technology, litigation 
in connection with patents, and the like. Possibilities of this 
sort are more remote and, obviously, cannot be listed upon the 
financial statement. The created contingent liabilities, however, 
are ascertainable and should be disclosed. There are five ways 
by which the accountant can show contingent liabilities upon the 
balance sheet, as follows: 

1. The contingent liability is shown as a contra item to the con¬ 
tingent asset. 

2. Where receivables have been discounted, the full amount of re¬ 
ceivables is shown with the amount discounted deducted, the net amount 
of the receivables being included as an asset in the balance sheet. 

3. The item discounted is not shown among the assets, but the 
amount discounted is written short upon the liability side to indicate 
that the amount is not included in the total. 

4. The nature of the contingent liability is explained by a footnote. 

5. A reserve may be set up to meet the contingency. 

A full discussion of all the occurrences which may result in 
actual liabilities is impractical here. It is enough to warn the 
analyst that he needs carefully to consider first the probability 
of the creation of a liability and, second, the effect that the 
actual obligation would have upon the credit standing of the 
subject. 

Hypothecation of Accounts Receivable. —Since about 1900, 
there has been developed in the United States a group of organ¬ 
izations variously known as credit companies, discount com¬ 
panies, and finance companies. The business of these companies 
may include one or more of the following: 
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1. Discounting or buying eoiniiiprcial rccoivablos. 

2. Advancing funds to donlors to finance the sale of articles upon 
the installment plan. 

3. Advancing funds against merchandise. 

It is with the discounting of accounts rocoivahle that this 
section has to deal, and for clarity the companies which specialize 
in this kind of business, or include it in their oi)erations, will be 
referred to as ‘‘discount companies.'’ 

The discount company usually oi)erates by one of two 
methods. One method is to make a direct assignment or sale 
of the receivables by the borrower to the discount company, 
while the second method is to assign the receivables to the dis¬ 
count comi)any as collateral for loans. This distinction of 
methods is of but little interest to the cnnlitor who is analyzing 
a risk. In either case, there is an assignment of a more or 
less valuable asset. In cither method, the credit of the assignor 
Avill seldom be taken into consideration. II(‘nc(‘, an ample 
amount of roci'ivables will be iHspiired to proti'ct any sum that 
may be advanced. 

Assignment may be either secretly or oi)enly done. Under 
the latter method, known as the notification j)lan, the debtor 
is advised (perhaps u|)on the original invoice) that his account 
has been sold or assigned and that he is to make ])ayment to the 
discount company. Under the secret method, known as the non¬ 
notification plan and used in the majority of instances, the 
debtor knows nothing of the assignment and conscciuently remits 
direct to his vendor. To safeguard the discount company under 
the non-notification plan, a contract is signed by the parti(*s 
which provides among other things: (1) the discount company’s 
advances and charges, (2) that the assignor is made the com¬ 
pany’s agent in receiving collections, (3) that the assignor per¬ 
mit the comi)any’s auditors to call at their pleasure to inspect 
his books and records, (4) that the assignor transmit on the day 
of receipt all original checks, drafts, etc., recc'ivcd on any as¬ 
signed accounts, (5) that the assignor gUc-irantee payment of 
assigned accounts, and (6) tliat the assifgior give the company 
power of attorney to transact any business relating to the as¬ 
signed receivables, including the endorsement of en'dit instru¬ 
ments with the assignor’s name. Usually, the assignor is re¬ 
quired to file an application for a fidelity bond, together with 
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his financial statement, with the discount company. From the 
foregoing it would appear that the lender has taken about all 
the precaution possible for the protection of his loan. 

Advances and Charges. —Advances made at the time of as¬ 
signment will usually range between 70 and 80 per cent of the 
face value of the accounts. The remainder is paid as the ac¬ 
counts arc liquidated. Not all the receivables may be acceptable 
to the discount company. In that event, the better rated accounts 
may be hypothecated, while those of inferior rating will remain 
the property of the borrower until eventually liquidated. Even 
if all receivables may be acceptable to the discount company, it is 
apparent that the hypothecator can raise on them only about 
three-fourths of their face value. 

While the charges of the various discount companies vary 
somewhat, they arc in the aggregate fairly uniform. A popular 
charge seems to be onc-twenty-fifth of 1 per cent a day, not 
upon the amount advanced but upon the net face amount of 
receivables, ])lus a service charge \ipon a certain minimum quan¬ 
tity of receivables discounted. The monetary expense, aside from 
inconvenience and annoyance to the borrower, amounts roughly 
from 15 to 20 per cent. 

The agreements between the two parties almost invariably 
require the borrower to guarantee the collection of the accounts 
which he hy])othecates. The usual practice is for the discount 
company to hold an overdue account for a certain number of 
days and then to require a settlement on it. Since the borrower 
is rarely in a position to return the cash advanced on the account, 
the discount company accepts other collateral in the form of other 
accounts receivable, not yet due, and believed to be good. 

Advantages to the Borrower. —A system which has gained 
such wide prevalence must present some distinct advantages to 
those who use it. Its purpose is to provide a method whereby 
capital tied up in financing customers' purchases can be released 
for use by the seller. This would seem to be a very distinct 
advantage unless disadvantages are discovered to outweigh the 
advantages. Those who advocate hypothecation point out that 
the discounting of receivables in the form of notes and trade 
acceptances is not condemned and that, therefore the discounting 
of receivables in the form of book accounts should not be dis¬ 
approved. 
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The claim is also advanced that instead of adversely affecting 
the liquidity of the borrower, the money advanced is used to 
pay off merchandise and bank creditors and tliat through more 
prompt payment his credit standing sliould be enhanced. 

To the argument sometimes advanced that the borrower would 
be tempted to overbuy or overtrade, the response is made that it 
is no more probable than with those concerns which discount 
notes and trade acceptances or sell for cash. 

Another advantage claimed is that this method of financing 
offsets the cash discount. That is, it enables the borrower to 
take advantage of discounts offered, thereby saving a financing 
charge greater than that of the discount companies. Again, since 
it is merely a method of cashing receivables, it makes no dif¬ 
ference to the seller whether the cost is remitted to the customer 
in the form of a cash discount or it is a financing charge re¬ 
mitted to the discount company. In this connection it is to 
be noted, however, that when recciviibles arc cashed by discount¬ 
ing customers no further expense is entailed, whereas the seller 
still has bad-debt and collection costs to meet from the non¬ 
discounting class. 

A final argument is presented that hypothecation of book 
accounts provides a means of raising additional cash in the event 
of an emergency. 

Disadvantages of Hypothecation. —It has, however, been 
vigorously opposed in the past by both bank and mercantile credit 
men. Foremost among the numerous reasons advanced for their 
opposition arc the following : 

1. The cost to the borrower. It is agreed that the business house 
with good credit does not need to resort to this method of financing, and, 
it is argued, the financially weak cannot afford it. Financing at 18 per 
cent, for instance, cannot easily survive the competition of 6 per cent, 
or less, financing. 

2. The lender is secured. This deprives the unsecured creditors from 
participating in the accounts receivable, one of the most valuable assets, 
in the event of liquidation. 

3. The secrecy of the relationship is condemned. Since the usual 
method of borrowing is under the non-notification plan, creditors are 
deprived of their fair right to judge the debtor’s financial condition 
and his managerial activity. Unscrupulous and dishonest debtors may 
easily deceive their creditors. Secret liens of some kinds are ineffective 
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as against creditors. It is argued that, like the chattel mortgage and 
the conditional sale, the assignment of accounts should also be recorded 
in order to secure the assignee. Attempts have been made to procure 
such legislation but as yet without success. 

4. It affords an opportunity for the dangerous i)ractice of over¬ 
trading and speculation. 

5. It is hold to be strong evidence of a weakened financial position. 
This is a somewhat logical deduction; for this method of financing is not 
cheap financing. It is often the only available, or last resort, financing. 

The two main objections are undoubtedly secrecy and cost. 
Indeed it may be said that, if the feature of secrecy cx)uld be 
removed, all the other objections would become mere factors in 
the risk. Since discount companies will not exchange credit in¬ 
formation, and, where this relationship exists, banks may be very 
reluctant to exchange credit information wMth unsecured credi¬ 
tors, the debtor himself sliould be required to disclose whether 
any of his receivables have been hypothecated. It is a question 
which might well be incorporated in all financial statement forms. 

Assignment of Accounts Receivable to Banks. —Banks, and 
to a lesser extent commercial houses, have always utilized the as¬ 
signment of accounts receivable as a means of protection of an 
existing credit, or, if the assignment and loan were concurrent 
operations, the arrangement w^as entered because the bank felt 
an obligation to support its customer but did not feel warranted 
in doing so unless its loan was protected by collateral. Such 
loans were usually made at bank rates and not at the consider¬ 
ably higher cost described in a previous section. 

The increasingly active participation of banks in this method 
of financing is an interesting development. Commercijil banks 
have become aware of the profit possibilities in the discounting 
of accounts receivable and are now competing more actively with 
discount comf)anies for tliis business. Formerly the business 
house would li:;ve obtained funds ])rincipally from short-term 
bank loans. Now, with such loans at subnormal levels, banks with 
a plethora of loanable fuird.s are employing some of their funds 
in this type of financing and finding it profitable. 

Banks generall}^ make loans of this nature at 6 i)er cent per 
annum, but frequently with an added flat service charge, which 
may vary from of 1 per cent to 2 per cent. The actual cost 
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of financing thus depends iij)on the service charge and the 
average length of this type of loan. 

Factors. —The reader who has some knowledge of the fac¬ 
toring system may have noted one marked similarity between 
factors and discount companies, namely, that they both cash 
receivables. The methods of the two, however, are so different 
that here the similarity ends. Factoring is usually associated 
with the textile industry because it provides a means for supply¬ 
ing large amounts of credit to the manufacturer whicli the highly 
seasonal character of the business makes necessary. Much larger 
sums are advanced by the factor to the factored mill than a 
bank would be willing to advance on an unsecured basis, and 
the form of the security which the mill can offer is not the 
kind of security that the commercial bank has been willing to 
accept. The factor, therefore, like the finance company, ])rovides 
a banking facility which banks have not organized themselves to 
furnish. As in the case of finance comjianies, the factor is a 
large borrower from the banks so that, in reality, the capital is 
eventually supplied by the banks through the credit of the factor. 

Function of the Factor. —The function of tlic factor is to 
supply working ca[)ital.^ Textile manufacture is highly sea¬ 
sonal, the manufacturing period is fairly long, and there is 
often the necessity of antici])ating large purchases of raw ma¬ 
terials. A large amount of cajiital is therefore required to 
carry the manufacturer over the peak of the inventory. This 
capital the factor furnishes. A second function is to relieve the 
manufacturer from all problems couTUicted with credits and 
collections. The result is that the manufacturer with financial 
uncertainties dissipated can devote all his energy and attention 
to manufacturing and selling. The amount of capital employed 
is not dependent upon the uncertainty of sales and collections 
or upon a fixed line of credit at the bank, as in most businesses. 
Capital is flexible, since it depends only upon the size of the 
inventory and its market value and also upon volume of sales, 
as will be shown by the following section. 

The Factoring Agreement. —The services performed by fac¬ 
tors differ according to the needs of the mill and the restric- 

1 The reader should distinguish between owned working capital and 
loaned working capital. Money advanced by the factor is, of course, loaned 
working capital. 
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tions imposed by the factor. The essential points of a typical 
factoring agreement will be given so that the reader may the 
better understand the service performed by the factor. The 
agreement may be divided into tvro parts: that relating to loans 
upon merchandise and that covering the cashing of receivables. 

The mill consigns all its merchandise to the factor. The 
sales, however, arc usually made by the mill or tlie milPs agent 
but subject to the api)roval of the factor and billed in the name 
of the factor. While the goods may not be delivered to the 
factor’s main place of business, possession is gained by the fac¬ 
tor by reciuiring the mill to assign the lease where merchandise 
is kept to the factor, the rent, however, being paid by the mill. 
Furthermore, the factor employs a representative, at the ex- 
])onse of the mill, who is bonded and responsible to the factor for 
all merchandise received and shipped. Another stipulation calls 
for the placing of the name of the factor in a conspicuous pla(;c 
wherever merchandise may be kept. It will be seen that the', 
stipulations named in the agreement give the factor full pro¬ 
tection. The goods arc consigned, a custodian is made respon¬ 
sible for them, and the fact that the factor’s name is conspicu¬ 
ously displayed is notice to the world that he has a lien upon 
all merchandise upon the premises. Upon the security thus j)ro- 
vided he agrees to loan to the mill 66% per cent of the market 
value of the merchandise in the possession of the factor. 

The second part of the agreement deals with the cashing of 
sales. While sales are usually made by a rei)resentative of the 
mill, they are subject to the ar>proval of the factor. Such ap- 
j)roved sales are guaranteed by the factor. Thus, if the factor 
ap])roves sales to the amount of $100,000 in a month, the mill is 
certain of this full amount on a certain date. The mill may, 
however, make sales at its own risk to customers whose credit 
is not ai)proved by the factor. Advances, of course, are not 
made upon such sales. Nor docs the factor assume any res])onsi- 
bility for disputed claims. All such approved sales are ])aid for 
by the factor on the tenth of the month following shipment. 
The factor deducts all discounts which wwld be allowed to cus¬ 
tomers and also interest at 6 per cent from the end of the month 
in wdiich the sale is made until the maturity of the bill. 

For these services the mill pays the factor a commission of 
2 per cent, or per cent if the volume is sufficiently large, on 
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all assigned sales and 6 per cent on money advanced on mer¬ 
chandise and for sales. It will thus be seen that the factored 
mill pays no more for borrowed money than would be paid a 
bank and that its other cost is 2 per cent, a i)art of which may 
be regarded as the cost of having its sales and their prompt 
payment insured. Other items of expense mentioned in this dis¬ 
cussion are trivial, and they can be ignored. 

Field Warehousing. —Under the part of the factoring agree¬ 
ment relating to loans upon merchandise, it was setMi that the 
lender acepured security by virtue of liis title to, and possession, 
of merchandise obtained by the consignment of the merchandise 
and a lease of the premises where it was stored. Financing 
through Field Warehousing follows the same g(‘neral ])lan except 
that commodities arc held in the custody of an inde])endent third 
])arty. Field Wareliousing is the establishment of a warehouse 
througli which warehouse receipts are issuisl to cover raw ma¬ 
terials or finished products held in storage on the owner^s 
premises, but actually and legally under the custodianship of a 
bona fide public warehouseman. The warehouse receipts fur¬ 
nish acce])table collateral for loans from banks, factoi's, or finance 
companies provided, of course, the inv(*ntory itself meets tlu^ 
reeluirements of satisfactory collateral.* 

This method of warehousing generally includes the following: 

1. The l(?.n.siiig, and the recording of leases, of ])remises used for 
storage. 

2. Placing of sufficient signs to give proj)er notice of possession. 

.‘1. Placing of locks uj)on leased j>rennst*s wlicu’e coniniodiii(‘s are 
stored, or the employment, day and night, of ])onded watclimen in the 
event of open yard storage. 

4. Comidiance with all provisions of th(* Uniform Warehouse Re¬ 
ceipts Act and the laws and regulations of the* state. 

5. Employment of a warehouse manager by the field warehouse 
company at each branch wareliouse locjition operated, and the ))oiiding 
of all such warehouse employees. 

2 In many industries the inventories at some time during the year rise 
to comparatively high peaks. To carry such inventories, iinanci:il assistance 
may ho required. Canned goods, clothing, flour, fu(*l oil, grain, groceries, 
lumber, meat packing, oil [>etroleum, and tobacco arc representative of the 
scores of commodities whi(di may be financed through this method. It is 
utilized largely by manufacturers, jobbers, and distributors. It is obvious 
that tlie inventory to be warehoused must be of sufficient size and value to 
make the method economically advantageous. 
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Fig. 57.—Form of insurance statement for submission to creditors. 
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6. Periodic inspections of the warehouse premises and the com¬ 
modities stored therein by the warehouse company's own traveling 
examiners. 

Protection through insurance against losses by fire and light¬ 
ning, burglary, and other hazards is ])rovided by Insured Ware¬ 
house Receipts which can be obtained from some of the larger 
nationally recognized warehouse comi)anies. 

When this method of financing is utilized the borrower's 
financial statement will, of course, reveal his obligation to the 
lender, but the statement may not reveal the fact that tlie lending 
agency is secured or the nature of that security. It is not, how¬ 
ever, a method of secret financing since the notices placed upon 
the premises indicate the establishment of a bailment. 

Insurance. —The thorough credit man looks carefully into 
the extent to which his customer is j)rotectod by insurance. In 
a previous chapter, it was stated that tlie purpose of capital is to 
serve as surety for the credit risk, and, in consequence, the ex¬ 
tent of that capital and the form in which it is found are thor¬ 
oughly considered. The purpose of insurance is to guarantee 
that capital. Insurance may be likened to the reserve for con¬ 
tingencies, with the important exception that if the contingency 
becomes a reality, the loss suffered is not a cut into the assets of 
the company but is, instead, replaced by the insurance company. 
It may be seen, therefore, that the weaki‘r the capital factor the 
greater the necessity that it should be bolstered up by full in¬ 
surance y)rotection, while strong concerns arc made stronger by 
proper and adecpiatc insurance. Then, too, the attitude of the 
management upon the question of insurance is a measure of its 
conservatism and foresightedness. A wise insurance program 
lends confidence to the risk, whether the risk is wnak or strong. 

Pire Insurance. —^While it is now possible to insure against 
loss occasioned by almost any conceivable occurrence, a wise in¬ 
surance program will not include every sort of protection. The 
greater risks, however, should be covered. Foremost among these 
is the possibility of loss by fire. The need for this form of pro¬ 
tection has long been recognized as a fundamental of sound 
business. 

The credit man must consider the fire insurance question from 
the law of averages. He does not know which of his customers 
will suffer a fire loss; but he may be assured that if he is sell- 



FINANCIAL STATEMENT INTERPRETATION 


413 


ing a large number of accounts, fires will occur among them. 
The creditor's interest in merchandise should not cease when 
it has left his possession. If it was desirable to protect tliat 
merchandise while it was in liis possession, it may be just as 
desirable to protect his interest in the risk when the title and 
possession are wdth tlie purchaser. 

Adequate Fire Insurance. —What is adeciiiate fire insuranee? 
Is it necessarj" that the i)roi)ert.y should be insured for its full 
value, or will a sum less than the full value be adecpiate? These 
questions arc asked from the credit man s stand])oint. If ])rop- 
erty is fully covered or perhaps overinsured, will that fact 
lead to carelessness or perhaps worse than carelessness on the 
part of the insured? Tlic weaker the capital guarantee the. 
nearer the approach should be to full coverage, while, conversely, 
the stronger the capital guarantee the greater the loss tliat can 
be absorbed by the capital strength. The credit man will come 
to his decision on the adequacy of fire insurance according to the 
conditions of cacli individual case. In general, however, the 
creditor will be satisfied if his customer is insun'd for 80 ])er 
cent or more of the value of his property. Thus he would carry 
20 per cent of the risk himself, which would insure his interest 
in fire protection. This is called **coinsurance.^' 

The Coinsurance Clause. —It is seldom that profierty in iiro- 
tected sections is entirely destroyed by firi^. Knowing this, 
the business man would be inclined to insure his jiropi'rty for 
only that part of its value which lie felt that lie might lose. To 
induce the insured to carry more coverage*, the insurance com¬ 
panies have inserted a clause making him b(*ar a portion of any 
loss incurred equal to the amount the insurance lacking would 
have paid if in force. The coinsurance clause may call for 100 
per cent (or full) coverage. Then 100 per cent of any loss 
would be borne by the insurance company. Likewise, if the co- 
insurance clause calls for 80 jier cent cov(?rage, the company 
will be^r 100 per cent of any loss (up to the face of the jiolicy). 
If less than 80 per cent of the value is covered, then the com¬ 
pany pays proportionately less of the loss. For cxamfihi, if the 
value of the property is $10,000, tlie 80 per cent coinsurance 
clause would call for an insurance policy of $8,000. If the i)olicy 


were for $6,000, the insured would recover only 


6,000 

8,000 


of any 
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loss sustained, thus becoming a coinsurer himself to the extent of 
2 000 

of the loss. In the above illustration, the insured lacks 

o,00U 

$2,000 of the requisite amount of insurance and must stand the 
proportion of the loss which that $2,000 would have paid. 

From the illustration of the coinsurance clause given on this 
page, it will be seen that whenever the loss equals the amount 
of insurance that should be carried, the full face of the policy 
will be recovered, while if the loss exceeds the coinsurance re¬ 
quirement, of course no more than the face of the policy can be 
recovered. 


Illustration of Coinsurance Clause Principle 


Value of 
property 

Amount of 
insurance 
required, 
80 per cent 

Insurance 

carried 

liOSS 

Insurance company 
pays 

Insured’s loss 

$10,000 

$8,000 

$0,000 

$5,000 

6,000 _ 


s.ooo” ■ 

8.000 * 

10,000 

8,000 

4,000 

5,000 

4,000 _ 

4,000 _ 

8,000 ’ 


10,000 

8,000 

8,000 

5,000 

^Ofr,.ooo-is.ooo 


10,000 

8.000 

6,000 

8,000 

Q QQQ _ 5 000 

2,000 


8,000 

10.000 

8,000 

6,000 

9,000 

6,000 of 9,000 = face of 

0,000 - 6,000 = 3,000 

8,000 policy $6,000 


The Moral Hazard and Insurance. —While credit men de¬ 
sire that the risk will be protected by adequate fire insurance, 
they do not overlook the danger that may lurk in overinsurance. 
Suspicious fires are constantly occurring, and convictions for 
arson are frequent. Credit men do not want to sell the criminal 
type, nor do insurance companies wish to insure them. Creditors 
and insurance companies have much the same problems. The 
factors making the risk a satisfactory one for either are the 
same. The risks for both are affected by the condition of busi¬ 
ness. Statistics have proved that when failures are high fire 
losses likewise increase, while fires diminish when business is 
good and failures few. This situation is deplored. The remedy. 
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like the remedy for loose credits, lies in a more tliorou^ii in¬ 
vestigation of the risk and a raising of the general standard 
required. For this purpose some insurance companies are estab¬ 
lishing dei)artments similar to credit dei)artmeTits, whose function 
it is to examine and apf)rove the risk before the insurance is 
placed. Sucli a selection would result in fewer losses for both 
insurance com|)anie.s and creditors and in lower ])remiums for 
the insured as w^ell. 

A full measure of cooperation should exist among the insur¬ 
ance companies, credit men, and good citizens generally to stamp 
out this crime of arson. 



Fig. 58. —A significant chart published by the Glens I'aHti Ir.sr.rance (’onipany, 
Glens Falls, New York. 


Life Insurance. —In a previous section dealing with fire in¬ 
surance, it was brought out that the puriiose of insurance is to 
reinforce tiie cajiital guarantee. Cajiital, howciver, is but one 
of the sources of strength active in a successful business. Of 
no less importance is managerial ability, which may b(^ summed 
up in character and ca|)acily. Th(*s(j reside? in num; and men 
die unexpectedly and in many cas(*s leave the business without 
a successor competent to take the helm. Such a shock to a busi¬ 
ness may be eased by insurance upon the life of the owner, 
partner, or individual in the corporation. The; death of such a 
person means at least a temporary rnon(*y setback. It may or 
may not be possible to replace him. Insurance would tide over 
the gap until his successor could get into his full stride and, 
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furthermore, would relieve the minds of creditors. The practice 
of insuring the key men of a business is becoming constantly 
more common, and it is a practice to be commended and fostered 
by credit men. 

Such a policy not only reassures creditors and gives the own¬ 
ers a feeling of security, but it may be and frequently is the 
collateral which makes jiossiblc a loan in time of temporary 
need. Life insurance may be likened to a sinking fund which is 
gradually being built up to meet contingencies. The weaker the 
organization or the reserve of managerial power the greater tlio 
need for such a security. 

The Investigation of Life Insurance. —A full investigation 
of the strength lent to a risk by an insurance policy will nat¬ 
urally include an examination into all the features of the ])olicy. 
The more important among them are: Whose life is insured? 
Who is the beneficiary? What are the disability clauses? Is the 
Vight to change the beneficiary retained? By whom arc the 
premiums paid? What is the cash surrender value? 

In the event of bankruptcy, the life insurance ])olicy has 
])een regarded as an asset of the business when tlie business is the 
l)eneficiary or in some jurisdictions when the bankrupt is the 
insured and has retained the right to change the beneficiary or 
when the premiums have been paid from the funds of the busi¬ 
ness. This is a feature that may well be investigated, since, 
under the i)rovisions of the bankruptcy act, the bankru])t is en¬ 
titled to the exemption granted him by the laws of the state 
of his residence. Sucli a law is found in New York.*"* The re- 

3 By Chapter 468 of the Laws of 1927, effective Mar. 31, 1927, the 
Insurance Law of the State of New York, constituting Chapter 33 of the 
Laws of 1909, was amended by adding Section 55(a) providing that ‘‘If 
a policy of insurance, whether heretofore or hereafter issued, is effected 
by any person on his own life or on another life, in favor of a person 
other than himself, or, except in cases of transfer with intent to defraud 
creditors, if a policy of life insurance is assigned or in any way made 
payable to any such person, the lawful beneficiary or assignee thereof, 
other than the insured or the person so effecting such insurance or his 
executors or administrators, shall bo entitled to its proceeds and avails 
against the creditors and representatives of the insured and of the person 
effecting the same, whether or not the right to change the beneficiary is 
reserved or permitted and whether or not the policy is made payable to the 
person whose life is insured if the beneficiary or assignee shall predecease 
such persons. ...” 
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marks above are equally applicable in the event of a forced col¬ 
lection. As a rule, one of the first inquiries made of the judg¬ 
ment debtor in supplementary proceedings is whether or not he 
carries any life insurance. The purpose of the inquiry is to 
discover whether, under the policy and the laws of the state, the 
judgment creditor of the insured may recover the surrender 
value of the policy. 

Social Security. —Payments under the Social Security Act 
are not optional but mandatory. While, in fact, it is not tlie 
employer but the employee who is insured, tlu^ employer, inuler 
the Old Age Retirement Benefits section, must contribute a part 
of the premium and is responsible for the ])art contributed by 
his employees. 

IJnemi)loyment insurance laws are state laws. They, too, 
impose upon the employer the duty of ])aying the premium, a 
certain percentage of the employee\s wage. 

It is just as necessary that the credit manager considm* the 
debtor’s liability under the Social Security Act as it is to coti- 
sider his liability for Federal, state, and local taxes and for the 
same rejisons. 

Other Insurance. —There an* otlnu* forms of insurance* of 
varying degrees of importance in different cas(*s. Son\(‘- of them 
the creditor may regard as desirable or essential for certain 
risks. Among the more important which will l)e briefly men¬ 
tioned arc: 

Vse and Occupancy Inmrancc .—The purpose of this insur¬ 
ance is to cover the loss of profits due to the suspension of busi¬ 
ness as a result of a fire or to cover certain ov(*rh(*ad expense's 
w^hieh will continue during that period. 

Profits Insurance. —Fire-insurance rc'iiribursc'Tnent, is hast'd 
solely on tlie value of i)roperty. Profits insurance is to recom- 
I)ense the owner for loss of profit or n.se of the profierty so 
destroyed. 

Liability and Compensation Insurance .—Liability insurance* 
is designed to protect employers against losses wliich may oecnr 
by reason of court decisions, while compensation insurance, in- 

The foregoing amendment now precludes a trustee in bankruptcy of a 
bankrupt resident in the state of New York from reacJiing a policy on the 
life of the bankrupt payable to a designated beneficiary, even though the. 
bankrupt has reserved the right to change the beneficiary. 
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tended primarily for the protection of employees, protects both 
emjjloyer and employee against losses occasioned by injury cr 
disease to employees which resulted from their occupation. These 
forms of insurance may be regarded in some instances as essen¬ 
tial to a satisfactory credit risk. In some states, compensation 
insurance by employers is compulsory. Serious embarrassment 
may be caused the concern which neglects to make provision for 
proper coverage in these two forms of insurance. 

Credit Insurance ,—This is a form of insurance which may in 
some instances add some safety to the credit risk, while in other 
instances, the risk is sufficiently strong and no appreciable 
strength may be added by credit insurance. The purpose of 
credit insurance is to ])rotcct the seller against excessive credit 
losses. 

While the purpose of this section is to consider insurance as 
a strengthening feature of the credit risk, credit insurance will 
be found more fully treated in a later chapter as a form of pro¬ 
tection for the S(*ller wlien carried by him, rather than as adding 
security to the risk when carried by the debtor. 
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Text and Research Questions 

1. In what three general classes may all creditors be divided? Explain 
each class. 

2. Why is an analysis of the accounts payable desirable? 

3. What types of bills payable are generally looked upon with disfavor 
by credit men? 

4. How should accrued liabilities be regarded in analysis? 
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5. How will general ereditora and those represented by ^‘deposits’' 
share in the assets in the event of liquidation? 

0. List in the order of their iinportanee the questions to be raiaetl in 
analyzing the liability * ^ bonds. 

7. AVhat are reserves? 

8. Wliy is a consideration of the different classes and aiiiounta of 
capital stock sometimes desirable? 

9. IIow may failure to pay dividends on preferred stoi-k afTe<*t a <*om- 
pany ? 

10. Why is it important to know whether an increase in surplus is due 
to profits from the business o])eratioiis or to some other <*ause? 

11. Why is a careful appraisal of the probability of contingent lialiilities 
liecoming actual liabilities necessary? 

12. AVhat are the general creditors’ two chief reasons for oppositi»»n to 
the hypothecation of accounts n‘ceivable? 

l.‘i. Why are cliarges of the finance coinjiany S(» high? 

14. What are tlie principal diflVrences in the methods of financing of 
the finaiK'O company and the factor? 

lo. Wluit do credit men generally regard as adequate fire insurance on 
a building and its contents? 

1(5. Kxjdain h.ow the <m) insure.nee clause operates. 

17. Name three fa<*tors in a<ldiiion to the firo hazard that should bo 
considered by the insurance company when an application for fire insurance 
is made. 

18. When is life insurance an asset of the busiiu'ss, and when is it not? 

19. Should the credit man require a customer to carry insurance? If so, 
what types? 

20. The following items comprise the balan<*o sheet of The Farrand 
Department Stores, Inc., Cleveland, Ohio. Kearrange them according to 
liquidity in balance-sheet form, showing subtotals for current assets, «le- 
ferred charges, fixed assets, etc. 


First preferred 0 per cent stock. .$'1,400,000,00 

Se<*ond preferred (5 per <*ent stock. None 

Keal estate . .*1,801,.'5.'1.'1.81 

Bonds, investments, etc. (52,228.().'l 

Cash on han<l. .'12,277.7.1 

Accounts n'ceivalde. 1,07.'),42.'5.4.1 

Notes re<*eivable. 290,2.'12..'10 

Cash in banks... 200,00.'1.01 

Due to lessors. 20,19.‘1..'17 

Insurance reserves.... 1.'10,014.58 

Machinery and equipment. 571,14.1.89 

Merchandise inventory (physical). 1,45.5,707.80 

Notes payable. 720,000.00 

Furniture and fixtures. 720,.15.5.06 

Unearned insurance . 13,,391.98 
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Common stock...... 2,250,000.00 

Other reserves (depreciation, etc.). 1,257,49(5.85 

Supplies . (5,371.45 

Surplus . 447,912.(52 

Automobile equipment. 47,078.50 

Accounts payable. None 

Deposits by employees. 44,193.77 

Good will. 1.00 











CHAPTER XX 


SALES AND BALANCE-SHEET RELATIONSHIPS IN 
STATEMENT ANALYSIS 

The Use of Sales in Statement Analysis. —An analysis of tho. 
balance sheet, as has been disclosed in the ])revioiis chapter, adds 
greatly to the creditor’s store of credit information. Valuable 
as it is, it falls far short of supplying the material for a com¬ 
plete analysis of the capital factor of the risk. The basis of 
judging the credit risk is greatly increased when the sales for 
a given period are disclosed. Even saUvs and balance sheets, how¬ 
ever, fall short of supplying complete information. For a com¬ 
plete analysis, there are needed other operating d(‘tails than the 
sales, and, therefore, a comprehensive income ac(»ount should be 
obtained. Furthermore, successive balance sheets and income 
accounts arc necessary to indicate the direction in which the 
business is going. Each of these sources of information will be 
treated in turn. 

While the practice of making balance sheets available to 
creditors is now generally prevjilent, and is undoubtedly in¬ 
creasing, sales figures are often withheld. Sales, however, are 
more frequently given than are other operating details. Many 
companies will not disclose their income account because they 
fear it will fall into the hands of a competitor who may be aided 
by such information. Such a fear is often unwarranted, or at 
least exaggerated. Indeed, there may sometimes b(i a suspicion 
that this imaginary fear may be an excuse rather than a real 
reason for a refusal to disclose operating details. As a matter 
of fact, in the great majority of instances, the mercantile cred¬ 
itor is unable to obtain the income account. Banks are somewhat 
more inclined to insist upon it and consequently are more suc¬ 
cessful in obtaining it. 

Facts Disclosed by Sales. —Sales are undoubtedly the key¬ 
stone of the whole business structure. Like all keystones, sales 
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must be supported by other satisfactory operating conditions be¬ 
fore a sound and profitable business can be developed. The pur¬ 
pose of business is to render a service through sales at a profit. 
A large capital, a fine plant, and desirable merchandise are use¬ 
ful in a business sense only where sales are obtained with an 
adequate net profit. 

Analysis on the basis of sales will show, therefore, among 
other things, the activity of the capital, the productivity of the 
plant, and the freshness of the inventory. A sales analysis 
should also indicate whether the concern is overtrading or under¬ 
trading, the terms taken by customers on purchases, the time 
necessary to lifjuidate tlu^ inventory, and the time necessary to 
liquidate current indebtedness. Other important facts may be 
indicated by the sales analysis. There is no scientific method of 
applying the measurement. The analyst must use his art of 
credit appraisal in arriving at his conclusions. 

When sales are considered in connection with merchandise, 
for instance, the relationship is frequently s])oken of as the 
merchandise ^turnover.’’ That is, the sales are a certain num¬ 
ber of times as large' as the inventory, or the money invested in 
the inventory has been turned over a certain number of times. 
Thus the ‘ turnovermay be six times, or, as often expressed in 
ratio-form, 6 to 1. 

The Selection of Ratios. —The author uses the term ‘‘rela¬ 
tionship” freely because he desires to im})ress upon the student 
of statement analysis that it is the relationship between certain 
items which is significant. To simplify this relationship, credit 
men are accustomed to reduce it to a ratio or to a percentage. The 
one may be merely the inverse of the other. Thus, wdierc annual 
net sales are $100,000 and the receivables are $10,000, the ratio 
of sales to receivables is 10 to 1. This relationship is expressed 
in many credit departments as the percentage of receivables to 
sales, 10 per cent in this illustration. While it is the relationship 
w’hich is important, regardless of how it is expressed, it would 
simplify and promote the use of relationships if the method of 
expression became standardized. Although there are as many 
relationships as there are combinations of items, fortunately only 
a few need be used. But those selected for consideration may 
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differ according to the analyst’s judgment of their significance 
and according to the type of business being analyzed.^ 

Sales and Beceivables. —If a concern’s sales are, let ns say, 
$1,000,000 a year, it should receive in the course of the year 
$1,000,000 in collections, assuming there were no bad-debt losses. 
Let us assume again that the balance shet't allows receivables of 
$110,000 and it is known that the terms of sale are net 30 days. 
If payments are prompt, collection of the $110,000 would be 
effected in 30 days or at the rate of $1,320,000 jier year. Neither 
of the assumptions made may be (piite correct. If the two items, 
sales of $1,000,000 and receivables of $110,000, are taken to¬ 
gether, it is found that the “turnover” of the receivables is 
approximately nine times per year, or in other words, that the 
receivables turnover is approximately every 40 days. Let us 

1 The following relationsliips are auggestod for iiae of cretlit men in 
‘‘Practical Credit Analyais/’ Kugene S. Benjamin, “Behind the S«*ene8 of 
Business,'’ Hoy A, Foulke, and “TIow to Evaluate Financial Statements," 
Alexander Wall. 


Benjamin Foilkh 

Rpcoivables to Sales. Averapo Collection Period. 

Merchandise to Sales. Net Sales to Inventory... 

Liabilities to Sales. 

Liabilities to Liquid Capital. . (birrent Debt to Taiifirible 

Net Worth.. 

Turnover of Liquid Capital. . Turnover of Net Workinj; 

('apital . 

'ruriiover of Merchandise. . . . 

Merchandise to Receivables. . 

Merchandise to Liquid Capital Net Working Capital Rep¬ 
resented by Inventory. . 

Debt Reflected in Merchandise Inventory Covered-by (bir- 

rent Debt. 

Net Profit on Cross Capital. . Net Profit on Tangible Net 

Worth . 

Plant to Gro.ss Capital. Fixed Assets to Tangible 

Net Worth.. 

Cash to Bank Loans. 

Current Ratio .Current Assets to Current 

Debt . 

Net Profit on Sales. 

Net Profits on Net Work 

ing Capital . 

Turnover of Tangible Net 

Worth . 

Total Debt to Tangible 

Net Worth. 

Net Working Capital Repre¬ 
sented by Funded Debts. 


These lists illustrate both the lack of uniformity in expression of relation¬ 
ships and some lack of agreement as to which relationsliips have the greatest 
significance. In listing, the author has attempted to place opposite each 
other those relationships which have practically the same significance. 


Wall 

Snles to Re<'eivnbles 
Siih'.s to Merehandiso 


Merchandiso to Receivables 

Profits to Worth 
Worth to Fixed Assets 

Current Ratio 
Profit to Sales 

Sales to Net Worth 
Net Worth to Debt 

Sales to Fixed A.sf;efs 
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further assume that the analyst has found, from experience, that 
the collection turnover in days for the industry represented is 
approximately 40 days. A ratio of 9 to 1, or 900 i)er cent, would, 
then, be regarded as normal, and any deviation from that ratio 
might point to the need of a further conclusion, or perhaps a 
further investigation. A subnormal turnover indicates a longer 
period to collect a given sum of money, and it may be caused by 
too liberal credits, or laxity of collection methods. This usually 
means an added exi)ense of financing, bc^cause the selling com¬ 
pany has to use more capital to carry these accounts, and usually 
the slower the accounts, the greater the collection cost and bad- 
debt losses. 

On the other hand, while an abnormal relation of sales to 
receivables would seem to enhance the seller ^s credit, such a 
relationship may have a significance which is not so favorable. It 
may indicate too strict a credit policy, that is, sales sacrificed to 
a good collection record and low bad-d(?bt losses, accomplished 
sometimes by bearing down too hard in the collection effort, or it 
may indicate that the subject, unable to finance itself in the 
usual manner, has obtained the high ratio by hypothecating some 
of the receivables. 

A closer analysis of an ai)X>arcntly slow turnover of receiv¬ 
ables may be found to result from a seasonal condition in the busi¬ 
ness in which receivables, as appearing in the balance sheet at the 
l)articular })eriod taken, may be abnormally high, thus reducing 
the turnover and leading one to believe that collections were un¬ 
satisfactory. Quarterly or semiannual statements in which re¬ 
ceivables could be fairly averaged over the yearly period would 
result in the derivation of a more accurate and normal ratio. 

In conclusion, it may be said that the business showing a 
normal turnover for its industry is effectively meeting trade con¬ 
ditions and maintaining its credit standing because of that rela- 
tionsliip. The subnormal relationship may detract from and the 
abnormal relationship may enhance the desirability of the credit. 
Whether normal, subnormal, or abnormal it may be necessary to 
analyze more carefully the cause of the relationship in order 
correctly to ai)praise it. The ratio itself is not final, it is merely 
an indicator. 

Sales and Inventory. —The ideal relationshi]) of sales and in¬ 
ventory 'would be attained if a concern could at a given price 
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level reduce its inventory to a minimum wliere any further re¬ 
duction of stock would necessitate a loss of sales. Such a per¬ 
fection of inventory is only theoretically possible. Good man¬ 
agement requires, however, that tJie ideal relationship be attained 
as nearly as possible. If a business can come as near the ideal 
as do its competitors, it is competing effectively with them. 
Errors of judgment, however, are frecpiently made, and such 
errors are usually on the side of too large an inventory. This 
may be due to the fact tliat too small an inventory is quickly 
discovered and most easily remedied, while time is re(|uired to 
liquidate the large inventory even after the mistake has become 
apparent. 

The relationship, or ratio, of sales to merchandise^ will vary 
with economic conditions. The creditor will j)lace his stamp of 
approval upon a much smaller ratio in a pcu’iod of rising 
prices than he would in a ])eriod of falling prices. In other 
words, a liberal inventory is some protection against rising 
prices, while the creditor would prefer to s(»e his customer carry 
an inventory even below normal when prices are falling. As 
in the case of receivables, money ti(*d up in uniu'cessary invim- 
tory is money not working, and, conse(pi(‘ntly, the greater the 
activity and turnover the greater the profit upon the inventory 
investment. 

The point is often raised that the ‘‘turnover,'* obtained by 
dividing the sales by the inventory taktm on a cost basis, do(*s 
not give a true stock turnover. The statement is, of course, true. 
The physical turnover of stock would b(j obtained either by 
raising the inventory to sales value and then dividing th(^ sales 
by the result thus obtained, or by dividing the cost of goods 
sold by the inventory. Both methods ai’(j illustrated, as well 
as the sale to inventory ratio. It is assumed that sal(*s arc 
$84,000, while inventory is $14,000, and the gross profit per 
cent, which would call for a mark up of 50 per cent. 


Sales: Merchandise Turnover: 

Sales $84,000 
Merchandise $14,000 


= ratio (6 times) 


Physical Turnover Cost Basis: 
Cost of goods sold $56,000 
Merchandise $14,000 


= turnover (4 times) 
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Sales Price Basis: 

Sales $84,000 , .... >. 

^ — z — T- - 1—~ turnover (4 times) 

Merchandise at sales price $21,000 

While it will be seen from the above that there is consider¬ 
able difference between the relationship which we are discussinj? 
and the physical turnover of the inventory, it is a distinction of 
little moment so long as the one is not confused with the other. 
As a matter of fact, it is tlie comparison of relationshi])s which 
is desired, and the salcs-merchandise relationship is the one most 
commonly used, owing perhaps to the fact that the sales figure is 
more often available thr.n is cost of goods sold. 

The sales-inventory relationship indicates to some degree the 
efficiency of the management. Rapid turnover indicates good 
management, lirpiid stock, fresh and salable merchandise. A 
slow turnover, on the other hand, may reflect too large an in¬ 
vestment in inventory, careless buying, an unbalanced inventory 
(too much of one thing and too little of another, often found in 
a manufacturing concern), and ])ossibly dead and slow-moving 
stocks. Again the reader is advised against being too dogmatic 
in reaching his conclusions from this relationship. It may be 
necessary, as discussed in the sjiles-to-receivables ratio, to ob¬ 
tain an average inventory figure in order to derive an accurate 
ratio of inventory turnover for seasonal types of business. 
Finally, it may be necessary to go back of the ratio itself and 
obtain a breakdown of the inventory as to raw material, goods 
in process, and finislu'd goods on both a ])liysical as well as a 
financial biisis in order to determine the true significance of the 
relationsliip. 

Sales to Net Working Capital. —The purpose of this rela¬ 
tionship is to consider the efficiency with which net working 
capital is being utilized. But caution in the acceptance of this 
ratio must be observed. It can as easily be too high as too low. 
At first thought the student might assume that the greater the 
volume of sales attained by net working capital tlie better. The 
danger is in failing to realize that mounting sales must usually be 
accompanied by increased gross working capital, and, since gross 
working capital is the sum of net working capital and current 
liabilities, as the gross working capital increases so must the 
liabilities, the net working capital remaining fairly constant. In 
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other words, an increase in the ratio of sales to net workinp: 
capital is most a])t to be accompanied by a decrease in the current 
ratio. 

To be satisfactory the ratio must lie Ijetween an upper and 
lower limit as determined by the .iudj^ment of the credit niana«?er. 

Sales and Fixed Assets. —This is a rc'lationslii]) which the 
reader will observe can liave but little beariiiii: when the fixed 
assets arc, comparatively, very small. Capital invested in fur¬ 
niture and fixtures may be small while sales may be very larf?e. 
When, however, the fixed assets include the plant, machinery, 
and equipment of a manufacturer, the relationship assumes con¬ 
siderable importance. 

The analyst examines this relationship to discover wliotlier 
the investment in fixed ass(*ts is fully ])rodiictive and consistimt 
witli the working? capital. If th(‘ subject’s comp(‘titors are able 
to obtain of sales to each dollar invested in fixed asseds, it is 
obvious that the concern whose sales are only four timivs its fixed 
investment is laboring? under a distinct disadvantaj?e. The 
inference is that the concern is too larj^n^ for the volume of busi¬ 
ness done, or a portion of it is idle and unproductiv(‘. Such a 
condition is often due to a lack of foresij?htedness. Duriiifif a 
period of rising prices and capacity production the management, 
striving for greater volume, proceeds to enlarge its manufac¬ 
turing facilities. The result is a larger capital investment to lie 
idle during the next depression. Increased volume may have 
been achieved which has at a later date only resulted in in¬ 
creased inelTTiciency and overhead exi)ense. ]\Iany concerns suf¬ 
fered from this error of management during the boom which at¬ 
tended the late World War. In such an expansion capital is 
usually diverted, to some extent, from current assets, even though 
the operation may be funded. 

To summarize, it may bo said that capital is inv(\sted in plant 
and otluT fixed assets to achieve jirofitable jiroduction or trad¬ 
ing. If a profiortional sales volume is not attain(‘d, the justifi¬ 
cation of the full investment may be doubted. Such a concern 
is at a distinct disadvantage when comfiared with its competi¬ 
tors. Unlike some of the other relation.ships, there is no eriti- 
ci$m on the part of the creditor as the relationship of sales to 
fixed assets increases. Such an increasing relationship will find 
its limit in the physical capacity of the plant. It is the dccreas- 
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iug relationship, or the degree of inefficiency, or idleness, which 
may give the creditor concern. 

Sales and Net Worth. —This is a relationship which moves 
within restricted limits. When outside of those limits we have 
the common criticism that the concern is “overtrading’’ or “un¬ 
dertrading,” as the case may be. Other things being equal, the 
greater the number of turnovers of the invested capital, the 
greater the net profit. Increased volume of business usually re¬ 
quires larger inventories and produces larger receivables. These 
call for a larger capital which if not furnished by the ownership 
must be supplied by creditors. Increased sales may, therefore, 
be accompanied by a decreased relationship of current assets and 
current liabilities, and also by a decreased relationship of net 
worth to borrowed capital. Both of these conditions reduce the 
creditors’ margin of safety, and hence may be looked upon by 
them with disfavor. An increased relationship of sales to net 
worth may, however, be obtained through velocity. In this 
event, the large ratio of sales to net worth will be accompanied 
by other high rates of turnover particularly those of sales to 
inventory, and sales to receivables. Thus the relationship of 
current assets to current liabilities and net worth to borrowed 
capital may not be forced out of a normal limit. There is danger, 
however, in an abnormal velocity. If it is relying upon a narrow 
margin of profit, short ternm both in selling and buying, the 
concern may not be able to slow up. 

Undertrading may be as disastrous to a business as over¬ 
trading. Unless a certain sales volume is i)roduced by the in¬ 
vested capital it is, to a degree, stagnant and unproductive. As 
the relationsliip between sales and invested capital decreases 
])rofits may disappear, capital may be impaired, and the result, 
if the condition is not corrected, may be the gradual effacement 
of the concern from the business field. 

Ill appraising this relationship some allowance should be 
made for the general business or particular trade conditions, 
and, also, for the size of the business unit under analysis. In¬ 
vested ca])ital will remain fairly constant from year to year but 
sales resistance will vary, particularly in some industries. Thus, 
a smaller turnover of capital may be general and while its effects 
may be as unfavorable as though the smaller turnover were due 
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to less efficiency on the part of llie managenient, some allowance 
should be made for tlie general business conditions. 

Balance-sheet Relationships.— There are within the balance 
sheet itself a number of relationships which command the ana¬ 
lyst’s attention. There should exist witliin a business a certain 
proportion in the different classes of jissets and liabilities, which 
may be studied tlirough the balance sheet. Tlie purpose of the 
analysis is to determine whether the management lias iiivserved 
a wise balance or proportion in the business, or whetlier the credit 
position may be damaged through distortion. 

Among the first of such relatioiLships to receive serious con¬ 
sideration by credit men was the relationship of current assets 
and current liabilities. It was but natural that the current as¬ 
sets sliould have commanded the first ait(‘ntion of the creditor 
since they are the assets which in the normal course of business 
oj^erations are converted into cash. The current liabilities are 
of equal importance siiicc^ they provide a constant d(*mand upon 
that cash. Many credit men, in fact, give but s(*ant attention to 
any other items when reading a financial statemimt. Tlu' reader 
should not gather from tins statement that the curnuit assets and 
current liabilities so far overshadow all other items as to make 
them unworthy of study, but that there has hvvn a hu'k of thor¬ 
oughness on the part of credit men in general in making a com- 
])lete analysis of the subject’s financial position. 

Another criticism may be added. Credit men have been 
prone to summarize the relationship betwi^en tlu‘ current assets 
and the current liabilities and to exjiress the result a.s a ratio 
commonly known as the ‘‘current ratio.” For this ratio many 
credit men have erroneously accepted as a standard $2 of curnuit 
assets for each dollar of current liabilities known among credit 
men as the 2 to 1 current ratio. This current position will bi‘ 
more fully discussed in the section following. 

The Current Position. —To understand a concern’s current 
position involves much more than a consideration of the totals 
of the current assets and the current liabilities. It requires an 
application of all the methods thus far brought out in so far as 
those methods refer to items embraced under this caption. In 
a study of the current position tljcn, there should be included a 
consideration or a])prai.sal of each individual item and such re¬ 
lationships as cash-to-current liabilities, cash to notes payable, 
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or bank loans, quick current assets to current liabilities, accounts 
payable to bills payable, receivables to merchandise, sales to 
receivables, sales to merchandise, and sales to net working capital. 
It is only when tlui current i)osition is so studied that the tetals of 
the current assets and current liabilities expressed as a ratio can 
disclose their fullest significance to the credit man. 

The 2 to 1 Current-ratio Fallacy.— The first attempt, no 
doubt, on the ])art of credit men to reduce balance-sheet ap¬ 
praisal to any law or standard resulted in the 2 to 1 current 
ratio. This was because this relationship undoubtedly did apply 
to the greatest numbcT of businesses, but the error was in the 
assumption that it ap[)lied to all. Asst‘ts may shrink in value, 
and, in the event of liquidation, the cost of liquidation must be 
borne by the assets thc^mselves. Credit men felt that there was 
a reasonable factor of safety in allowing 50 per ct‘nt for slirinkage 
and liquidation. Obviously, shrinkage in value and liquidation 
costs will vary in difPenmt industri('s, in different locations, and 
(‘ven in different seasons of the year. As someone has said, 
the 2 to 1 standard was merely a quantitative and not a qualita¬ 
tive analysis. 

It is the qualitative analysis which is of the utmost im¬ 
portance. This fact can be most easily illustrated by citing two 
kinds of businesses offering considerable contrast in their in¬ 
ventory items, the jobber of groceries handling principally canned 
goods, and the manufacturer of millinery. In the first, shrinkage* 
and liquidation costs would be small, while in the latter the value 
of the inventory is subject, in view of style changes, to sudden 
and great deterioration in value. 

If, then, the 2 to 1 ratio must be rejected, the question arises 
as to what does constitute a satisfactory current position. The 
answer is that the current position is satisfactory’' from the 
creditors’ standpoint when there are sufficient assets of sufficient 
li(iuidity to meet the current liabilities as they mature, and suf¬ 
ficient also to meet any .shrinkage and costs to be incurred in the 
t*vent of liquidation. 

The Acid Test. —^Among the relationships mentioned in a 
prectxling section was that of (luick current assets—current lia¬ 
bilities. It will be noted that these relationships differ from the 
current ratio in that a distinction is made among the current 
assets of those which may be called quick current and slow cur- 
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ivnt. In deriving? a ‘^juiek j-atio'’ tlio analyst makos his own 
choice, blit usually cash and re(*eivables are resai’ded as (jiiick 
current, while merchandise is considered as a slow-current assi4. 
It is somewhat of an accepted rule with many credit men that 
$1 of (piick assets per $\ of current liabilities indicates a safe 
position. This is known as the '‘acid test.'' The student of 
credit analysis, however, can no more safely accept tliis stand¬ 
ard than he can accept the 2 to 1 standard of the current 
ratio. 

Working and Current Assets.— A balanci' slieet will Tn*- 
(piently be presented which will contain frovernment or otluu* 
securities of unquestioned value*. These an* qui(*k assets as they 
are very liquid. It is customary amoufr many creulit men to 
include such securities amon«: the curnmt assets in consid(*rin}i: 
the current asset-current liability relationship. This proce'dure^ 
is justifiable when the analyst is considering*; the ultimate ability 
of the concern to liquidate, but the rc'ader should note the dis¬ 
tinction between an asset which maif lx* r(‘adily converte<l into 
cash and one whicli, in the normal course* of busin(*ss, is convert(*d 
into cash. In the one case the manajj^ement is striving to convert 
the asset into cash, wliile in the other, th(*r(* may be tlu^ end(*avor 
to avoid the liquidation of the security. Capital so inv(*slc*d may 
be misleading because the analyst assumes that it will be* ne*ge)- 
tiated to reduce liabilities, while the managt*ment may, fe)r its 
own reasems, retain its investment in the s(*curity ewx*n at the 
e*xpense of a liepiid positiem. Ifowe'ver, prime marke‘tablc securi¬ 
ties reinfe)rce the quick positiem. Th(\y free(ue*ntly indie*ate the 
investment of te»m])orarily idle funds, and they are altoge*lher 
gooel to s(*c in tlu^ balance shcM4. 

Working Capital. —AVorking cai)ital has be'cn d(*finexl as the 
excess of current assets over current liabilitie*s. Other writers 
regard the working capital as the te)tal current assents, igne)ring 
the current liabilities. Se)mc writers attempt to accept be)th 
enneeptions by making a distinctiem betwe(*n working caf)ital— 
the current assets—and net working capital—current assents less 
current liabilitie^s. To the creditor the distinction is of no gre;at 
importance. He is, however, interested in the working-capital 
position of his customer, and his whole analysis of the current 
asset-current liability relationship is but an analysis of the 
working-capital relationship. 
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Receivables and Merchandise. —While both the receivables 
and the merchandise are classed as current assets, there is some 
reason for comparing their relationship to each other. Receiv¬ 
ables are regarded as a quick-current asset while merchandise is 
slow current. Together, they usually form the bulk of the cur¬ 
rent assets. Their relationship to each other may aid greatlj^ in 
appraising the liquidity of the current position. In the current 
ratio they are treated as though they were of equal quality and 
effect in determining tlie credit position of a company. This is 
not the actual fact, however, since they may be of widely differing 
liquidity. To consider that liquidity and other characteristics 
of the two items is highly important. 

The first point to be drawn to the reader’s attention is the 
difference in the method of appraisal of the two items. Mer¬ 
chandise is carried at the cost of acquisition, or, if the re])lace- 
ment value becomes less than the cost, merchandise is written 
down to that replacement value. It is never written up, at least 
never with the accountant’s or credit man’s approval. Thus 
losses are taken but not profits. As soon, however, as merchan¬ 
dise is transferred to a buyer, profits are added. If the cost 
])ricc is advanced, or, according to business parlance, marked u]), 
let us say 50 per cent, an inventory of $10,000 would appear as 
$15,000 when it reached the receivables stage. When that point 
is reached the value is i)egged. Price changes will not affect it. 
Of course it may be necessary’' to make some slight allowance for 
bad debts and collection expenses, but these are minor. In the 
illustration given it is apparent that the creditor would prefer 
the value to be in the form of the receivable rather than in the 
form of merchandise, because receivables arc one step nearer 
cash. By the same reasoning, it may be assumed that the larger 
the ratio of receivables to merchandise, other things being equal, 
the stronger the credit ])osition. This, however, may not always 
be the case. In the illustrations following it would appear that 

Case 1 

Cash .t.$ 3,000 Accounts Payable.$ 4,000 

Receivables . 15,000 Bills Payable. 10,000 

Merchandise . 10,000 


$28,000 


$14,000 
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Case 2 


Cash . 

Keceivables . 

Merchandise .... 


Accounts Piivable . 
Bills I'avaLlo. 

...$ 4,000 
. . . 10,000 


$28,000 


$14,000 


ease 1 presented a stronj^er risk tlian ease 2 altliouj^h botli i)resent 
the same eurrent ratio. 

Let it be assumed, further, that the mark-up in eaeli ease is 50 
])er cent. It will be seen that merehandise in vnsv 1, were it not 
for sellinj? and other business expenses, would |)resent a poten¬ 
tial value of $15,000 whieli would inerease the eurrent assists 
to $33,000, while merehandise in ease 2 would ])resent a potential 
value of $22,500 whieh would raise the eurrent assets in that ease 
to $34,500. But these business expenses often leave very little 
or, at times, no net gain. The waiter does not imply that easi» 2 
is the stronger. Other factors should be (*onsidered before siieh 
a conclusion is reached. Among those factors are the terms 
of sale, the economic conditions, that is, whether it may be a 
1 ‘ising or falling market, the seasonal ])osition of the business, 
etc. Let us assume that the terms of sale in case 1 are 60 days, 
while in case 2 the terms of sale are 30 days. Thus ease 2, 
while the receivables are smaller, is actually receiving more 
money in a given time than ease 1. If it is the end of tln^ active* 
selling season, on a comparative basis, case 1 presents the better 
position, because it is not left with a large inventory on its 
hands. If it is a period of rising prices it is apparent that case 2 
is the better fortified against any further advance, while the* 
rc*verse v/ould be true if j)ric(»s were falling. 

Summary of Ourrent Position Analysis. —The aim of tin? 
sev(*ral foregoing sections has been to present the student with 
a method for examining what is perhaps the most important 
relationship of all to the bank or mercantile creditor, viz., tin? 
current asset-current liability relationshij). That relationship, 
the student will have gathered, is satisfactory not when the ratio 
meets any fixed standard, but wdien the quantity and quality of 
assets is such that maturing obligations may be met. 

The soundness of a concern’s financing, however, is not dis¬ 
closed solely by its current position. There arc a number of 
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olluT rclationsliips which are of considerable importance and 
which will be discussed briefly. 

Net Worth and. Debt. —The net worth-debt relationship is 
of considerable importance because it indicates the amount of 
owner capital as contrasted to creditor capital used in the busi¬ 
ness. Since it is the function of owner capital to serve as a 
f^uarantee of the liquidation of credit, it follows that the larger 
the owner capital in comparison with creditor capital the greater 
the security. Also, the greater the ratio of owner caiiital to 
creditor capital the greater the independence of the ownership 
from the decisions and good will of its creditors. Stated con¬ 
versely, the greater the debt in comparison to net worth, the 
greater tlie dependence of the ownership upon the judgment and 
attitude of the creditors. 

Tlujre is an old saying among credit men tliat the owners of 
a business should have at least an equal investment with creditors. 
That is, the relationship, or rjitio, of net worth to di^bt should 
bo at least 1 to 1. Like most standards used in financial- 
statement miasurement, tliis statement can be accepted only 
in a v(^ry gmieral way. Safety may be found with a ratio of less 
than $1 of investment for each dollar of credit, while on the 
other hand, danger may be present even if the ratio be greater 
than 1 to 1. 

The relationship under discussion may also bo expressed by 
substituting capital and surplus for net wortli if the suliject be 
a corporation, or the word “liabilities^’ for the word “debt.” 
Attention should also be called to tlie fact that it may be desir¬ 
able to consider a subsidiary relationship, sucli as net worth to 
currmit debt. If a portion of the debt is funded a som(‘what 
smaller ratio might be acceptable, but in that event, the ratio of 
net worth to current debt should be larger than the ratio of 
net worth to debt when the entire debt is current. As the ])ro- 
portion of funded debt increases, the necessity for capital to be 
supplied by currmit creditors should be reduced. 

Net Worth and Fixed Assets. —As in the case of sales and 
fixed assets the relationsliip of net worth and fixed assets is of 
little imi)ortance when the fixed assets comprise a very minor 
l)art of the assets. Where plant and equi])ment are a necessary 
part of the business, this relationshij) may ])rove to be of con¬ 
siderable value in determining the soundness of a concern’s 
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Fixed assets arc permanently retpiired in a business, they 
arc being constantly worn out or ilcprccialed, ami, if sold, tlie 
machinery and e(|uipment portion often will bring but a fraction 
of tlieir real value. Oood business judgment decrees that the 
ownership should have a very substantial investment in tliis 
class of assets. It is sometimes reasonable to expect a concern 
to use its permanent investment in fixed assets as a means of 
raising ])ermanent working capital by means of a mortgage or 
bond issue, and sonietimivs this method is not only reasonable, 
but it is highly desirable. 

The importance of the relationship bi'tween the owners* in¬ 
vestment and the fixed assets may be illustratc'd in another way. 
It indicates the ext(*nt of the reliance on borrowed funds for 
working capital. Tliis point may the more easily be seen by 
illustration. 

(V\SK 1 


Current Assets ... 
Fixed Assets .... 

_ 100,000 Net AVurth . 

..$ ;;(),a()o 
.. MO.OOO 


$170,000 

$170,00(} 

Current Assets ... 
Fixed Assets .... 

(^ASM 2 

_ 100,000 Mortgngi‘ . 

Net Wurth . 

,. . 40,000 

,.. 100,000 


$170,000 

$17t»,000 


In case 1, the working capital is suppli(*d by tin', owmu'ship and 
there is no fixed obligation to earn a n*turn u])on (‘itlu*r the 
working or fixed capital, d(*sirable as that end may to the 
owmersliip. In case 2, however, there is tln^ necessity of (‘arning 
a fixed return upon tin; $40,000 funiishcd by tin* mortgagc'e, and 
that necessity bccome.s a fixed charge. Moi*eover, in case 2, Ihii 
general cn‘ditors can look to assets of only $130,000 to lir|uidat(^ 
their claims, while in case 1, the general creditor’s have a reliance, 
upon $40,000 more. 

Net Working Capital to Inventory. —The student will have 
noted that one of the relationshif)S suggest'd by Roy A. Foiilki^ is 
Net Working Oafiital RcfiresentiHl by Invmitory. To confor*m to 
the author*s filan of staling a relationship so that an incr(*ase in 
the ratio genei’ally indicates an imf)rov(‘d credit i)osition, this 
relationship is converted to N(4 Working C’apital to Invtmlory. 

In some industries this relatioiishif) is of fiarticular iinfior- 
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tance. This is so because of the variable nature of the inventory. 
It may be subject to rapid X)rice changes, or to rai)id style 
changes, or to great fluctuation in demand for the ])roduct. 
Danger lurks in an inventory which is too large in comparison to 
the net working capital. • This danger may not be disclosed by 
the sales-inventory relationship since sales and inventory may 
expand together, thus not affecting the ratio. Net working capi¬ 
tal is less variable, and so provides an excellent gauge of inven¬ 
tory safety. 

Financial-statement Barometrics. —For several years credit 
men have been groping for some method whereby financial-state¬ 
ment analysis could be conducted upon a more scientific method 
of i)rocedure. l^crhaps the most has been accomplished along 
this line by the reduction of certain relationships, which have 
already been discussed, to exact ratios from which standard 
ratios have been determined. By a comparison of the individual 
ratios with the standards fixed the statement is appraised. A 
method has been establish(*d by which it is attempted even to 
reduce the credit position to a final index number, the base being 
represented by the average for the industry. Oedit men are 
])articularly indebted to Alexander Wall, secretary of The Robert 
Morris Associates, for his studies of more than a score of years 
and for the interest he has created in a more thorough and in¬ 
telligent analysis of the financial statement. While it must be 
said, in the interest of truth, that credit men generally have not 
embraced the ratio method of statement analysis, studies along 
this line have provoked not only interest but a controversy which 
has been conducive to a better understanding of the analysis 
problem. IMr. Wall’s method of measuring the credit i)osition 
of a concern as exemplified by its balance sheet will be bric'fly 
described. The reader is invited to study it with a critical mind. 

Determining the Ratios. —Eight relationships are selected 
which are divided into two groups called “dynamic” or “veloc¬ 
ity” ratios, and ‘ ^ static ’ ’ ratios. These two groups are as follows: 


Dynamic Ratios 
Sales—Receivables 
Sales—Merchandi.se 
Sales—Net worth 
Sales—Fixed assets 


Static Ratios 

Current Assets—Current liabilities 
Receivables — Mer<*ha ndise 

Net worth —Fixed assets 

Net woifh —Debt 
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It will be noted that the four dynamic ratios are formed witli 
the sales as one of the items. These are turnover ratios, hence 
their name. The static ratios are entirely balance-sheet ratias. 
It will be noted further that the ei^ht ratios are formed by just 
eight different items. 

To secure the several ratios, the first item in the relationsliip 
is divided by the second. In the interest of spi'ed and efficiency 
it is suggested that the calculation be done eitlier by tlie oix'rator 
of a calculating machine, or by the use of a slide rule. 1 logarith¬ 
mic tables, the use of which is fairly simple, may al:u) be used. 
Any one of the three methods is somewliat quicker than long 
division. 

It will be noted that an increase in the ratio, v/ithin reason¬ 
able limits, indicates an improvement in the r(‘lationsliip of the 
two items. The only exception to this statement is tlu* receivable- 
merchandise relationshi]), in which a smaller ratio is ser.utiiiu's 
preferable for reasons stated in the discussion of that ri'lationsliip. 

Having established the ratios for an individual company tiny 
are measured against the standard ratios d(‘terniim*d for the 
industry. 

Establishing the Standard Ratios.— It will be plain tliat 
only businesses which are comparable can be u.scsl in i‘stablish- 
ing standard ratios. Also, that the business to la* im'asured must 
be comparable to those represented in tlu^ standard ratios. It 
folhnvs, then, that the businesses should be not only operating 
in the same industry, but in the same mannm*, und(‘r approxi¬ 
mately the same conditions, and not too divergent r.s to size*. 
Having selected the business(*s to represent tlie industry, the 
next step is to compute the standard or typical ratics. This 
may be done by any oni* of several methods known to statisti¬ 
cians. Mr. Wall, in his work with The Robert Morris Associate's, 
has used the arithmetic average, the median, and the* naxlal 
figure, and also an average of the three.2 

Enough statements should be included in this (computation 
to insure that the ratios finally selected are repnesentative of 
the industry. This is sometimes an insurmountable handicap 
of this method of analysis. In that event, the progression or 
regression of a business may be measured by using the balance 

2 See Walt, and Dunino, Ratio Analysifl of Financial StJiteinents,'' 
for a further exposition of this method of statement analysis. 
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sheets of the business for the past several years in computing a 
standard or average set of ratios for tliat business. Such a set 
of ratios is then used as a measuring stick for the latest balance 
sheet. 

Ratio Values. —Tt has, no doubt, occurred to the student 
that a difficulty in basing a conclusion u])on the ratios comes 
from the fact tliat all relationships used are not of the same 

Relative Value or 


Ratio Weight, per cent 

Current ratio. 25 

Worth, fixed. 15 

Wurth, debt. 25 

Sales, receivables. 10 

Sales, iiierchaudise. 10 

Hales, fixed. 10 

Hales, worth. 5 

Total value uT ratios. 100 


value. The curriMit ratio, for example, may be regarded as 
twice as important as tlie sales-receivable ratio. To overcome 
this difficulty, tlu‘ different ratios are given relative values or 
weights on a ])ercentage basis, the total being logically repre- 
S('nt(*d by 100 per cent. This method of weighting is illustrated. 

The Relation between Standard and Subject Company 
Ratios. —Before the weights referred to in the ])revious column 
can be applied, there must be established a relative value be- 
twei‘u the standard and the specific company's ratios. Thus, 
if the standard ratio is 200, and the company ratio 250, it is 
apparent that the company ratio is 125 per cent of the standard 
ratio. The formula is as follows: 


Relation = 


subject’s ratio, 
standard ratio 


It will be seen that if the subject’s ratio is high enough, or if 
the standard ratio is low enough, the relation figure may be 
several hundred per cent of the standard. A subject ratio, for 
example, of 600 per cent and a standard ratio of 125 per cent 
would give a relationship of 480 i)er cent. Given a w^eight of 
25 per cent this above ratio gives a value 125 per cent to the 
company under analysis. Other ratios, though they might be 
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lai) 


below the fc^taiidanl, would add something to the final index 
figure. To prevent sueh an undue emphasis upon one ratio, 
a method is used to limit any single relationship to a value of 
200 per cent. This is aceomplisheil by using the following 
formula when the company ratio exceeds the standard ratio: 

Relation = 100 + flOO - 

\ company ratio/ 

Thus in the illustration just used, substituting the a(?tual ratios 
we have, 

Relation = 100 + ^100 — <>*’ 171) per cent. 

'^Phose who are mathematically iindiiH'd will at once s(‘(» the* 
application of this priiuaple. Others may need to give it a little^ 
study, but the reasons for using the formula and tlu^ justification 
of it will be made patent to all with a little study. 

It may be repeated that when the standard ratio exceeds th(' 
company ratio, the plain arithmetical relationshii) formula for 
securing the relationship of a ratio to its standard is as follows: 


Relation = 


company ratio 
stamlard ratio 


When the company ratio exceeds the standard ratio to (!ontrol 
the relationship within an upward limit the method is as follows: 


Relation = 100 + 



standard ratio 
company ratio 


IlJiUSTKATION OK Afi InDKX 



Weight 

Company 

Croup 

Relation 

Value 

Ourrent . 

25 

146 

233 

62 

15.50 

M’d^se, reoeiv.'ible.s . . . 


196 

83 

158 


Worth, fixed Assets... 

15 

95 

136 

70 

10 50 

Worth, debt. 

25 

113 

106 

106 

26.50 

Sales, receivables .... 

10 

2,189 

1,037 

153 

15.30 

Sales, mer(;handise.... 

10 

1,118 

899 

120 

12.00 

Sales, fixed Assets ... 

10 

559 

536 

104 


Sales, worth. 

5 

585 

414 

129 


Index. 







This method of analysis is illustrated above, f laving assigned 
the proper weights to the different ratios, and having ascertained 
the company ratios and the standard or group ratios being given, 
the next step is to determine the relation between the company 













Interquartile Range Figures—for 1939 
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♦ ITiis percentage was determined only for those lines of business and for those years in which a reasonable number of con-erns had outstanding long¬ 
term liabilities. 
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and the standard ratio bj’’ the use of one of the two formulae 
explained on page 439. The value which each ratio bears is then 
determined from the weight and relationship columns. It will be 
seen, in the case illustrated that, although the current ratio falls 
far below the standard, the credit index is but little below the 
normal for the industry. Other favorable ratios, according to 
this method of appraisal of the credit risk, almost offset the two 
unfavorable ratios. 
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Text and Besearch Questions 

1. What data are necessary for a complete analysis of the capital 
factor? 

2. AVhy is the volume of sales of particular importance in the analysis 
of financial position? 

3. List five reasons for a slower-than-average turnover of receivables. 

4. Why is it desirable to ascertain the reason for an abnormal or sub¬ 
normal turnover? 

5. Why do credit men customarily use the relationship of sales to 
inventory instead of the physical turnover of inventory? 
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6. Assume that you are credit manager for one of the large packing 
houses. Your salesman has been soliciting the Blank Meat Company, who 
distribute fresh, smoked and dried meats, etc., to independent meat markets, 
hotels, and restaurants. The salesman reports that purchases will amount 
to about $4,000 weekly. Make two analyses of the statement submitted: 
one to determine whether payments could be expected according to terms; 
and the other to determine whether the concern as of Jan. 31 could liquidate 
and pay all obligations. 

Blank Meat Company 
Jan. 31 


Current Assets: 

Cash .$ 30,670.88 

Accounts Receivable .. 30,643.70 

Inventory . 55,426.33 

Total Current - 

Assets .$116,740.91 


Current Liabilities: 

Accounts Payable ....$ 32,833.81 
Notes Payable—^Banks. 56,500.00 

Total Current - 

Liabilities .$ 89,333.81 


Other Assets: Mortgage Payable , 40,000.00 

Investments in Stock..$ 1,250.00 

Paid-in Life Insurance 3,375.00 

$ 4,625.00 


Fixed Assets: 

Land and Buildings.. 

..$ 82,193.59 

Net Worth: ' 


Store I'^ixtures.. 

.. 43,507.25 

Capital Stock. 

20,000.00 

Automobiles . 

.. 9,477.56 

Surplus . 

98,716.01 

TjPfLsehold ... 

1,000.00 

Gain for year. 

.. 9,494.49 






$130,178.40 

Total Net Worth., 

..$128,210.5(t 


$257,544.31 


$257,544.31 


Supplementary Information: 

Average Sales: Per Week, $25,000.00 

Terms of sale and purchase: Net 10 days. 

Gross Profit, 25% 

7. Why may a comparison of the salcs-fixcd assets ratios of different 
companies or of the same company for different years bo misleading.^ 

8. What ratios will (a) an abnormal and (fc) a subnormal ratio of 
sales to net worth affect, and howV 

9. List and indicate the significance of the relationship of sales and 
three other items not mentioned in the text. 

10. What is the purpose of the study of the relationships of various 
balance-sheet items? 

11. Lxplain the significance of each relationship found in the footnote 
on page 423 not explained in the text. 
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12. Why is not a 2 to 1 current ratio a satisfactory standard in all 
cases? 

13. How should the analyst proceed to determine whether or not a cur¬ 
rent ratio is satisfactory? 

14. Under what circumstances would a less than 1 to 1 net worth-to-debt 
ratio be acceptable? 

15. What items other than net worth and sales should be considered in 
connection with fixed assets? 

Id. What are the difficulties in securing standard’^ ratios? 

17. Why have not credit men generally adopted a method for a mathe¬ 
matical computation of a credit risk? 



CHAPTER XXT 


STATEMENT ANALYSIS BY COMPARISON AND THE 
INCOME ACCOUNT 

Thus far our discussion of a financial statement as a source 
of credit information has been largely confined to the analysis 
of a single balance sheet, augmented by information as to sales. 
Valuable as this information may be to the credit analyst, he is 
greatly aided if he can supi)ort his deductions by facts from 
a definite comparison of two or more statements. Comparative 
analysis is most comprehensive and conclusive only when it is 
based upon a thorough knowledge of how to examine a single 
statement internally and in combination with sales. 

A single statement shows a static condition as of a certain 
date. Since the credit man is always interested in the future 
trend of the business, the financial statement is of interest to 
him only as it may assist in forecasting the future. As has 
been aptly said, while a single balance sheet may be likened to 
a still picture, a series of balance sheets ])resents a moving f)ic- 
ture of past performances. It is true that successive financial 
statements point out the velocity at which a business is moving 
and also the direction in which it is headed. The force which 
is propelling a business at a certain speed and in a certain 
direction will carry it along, it is assumed, in the same trajec¬ 
tory indicated for some time into the future. 

Methods of Comparative Analysis. —While all statement 
analysis is not spoken of as comparative, it is in reality just 
that. The value of a statement can be appraised only by sub¬ 
jecting it to some sort of comparative measurement. There are, 
in fact, three general methods of comparative analysis. All 
statements in analysis are compared either (1) with previous 
statements of the same company, or (2) with statements of the 
same date of other similar companies, or (3) with a model 
statement set up in the mind of the analyst. These three 
methods may be and frequently are used in combination. It 

451 
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is with the first method, or the comparison of a statement with 
previous statements of the same company, that this section is 
to deal. 



Fiq. 50.—Comparative statement form in use by banks., 


Method of Setting up Statement for Comparison.—Having 
received a customer’s latest financial statement it is desirable 
to transfer the items to a comparative statement form. This, 
however, is not generally done by mercantile credit departments, 
the comparison of items being more often made from the origi- 
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nal statements. Among banks the practice of setting up all 
statements so that they arc uniform as to arrangement and 
inclusive of items, and uniform as to derivative and su])ple- 
mentary data, is general. These forms, lioweviu*, differ widely 
among banks. Each bank adopts a form which best suits its 
purpose. 

Some analysts ])i-cfer to reduce all statements to a common 
size for greater case in the consideration of changes which have 
taken place, while other analysts, for the same ivason, show 
exact additions to or deductions from individual items. The 
first method is known as the “common size*’ or “100 i)er cent 
statement.” The second method is called the “where got” 
and “where gone” statement. Both of those methods will be 
briefly illustrated. 

The Common-size Statement. —Thos(‘ who advocate the 100 
per cent or common-size statement, as affording the best means 
of comparison, claim that size is often mistaken for strength 
and that size obliterates a sense of proportion. This difliculty 
is overcome by considering the total assets, and the total liabili¬ 
ties including capital as each ecpial to 100. The common-size 
statement is obtained by dividing each it(‘m on the stat(‘ment by 
the total assets (or liabilities), the (luotient expressing each 
item in its p(*rcentage of the total. 

The statements of a dress manufacturer (p. 4»54) at the closer 
of the years 1939 and 1940 arc used to illustrate this m(‘thod 
of setting up a statement for comparison. The stat(‘ments used 
also illustrate the desirability of setting up stat(‘ments receiv(*d 
on a standard form, such as that illustrated for the ust^ of banks. 
By an inspection of the items on the statements of the dn\ss 
manufacturer the analyst would, no dou])t, be impressed by the 
considerable increase in the IVIerchandise inventory and th(^ Re¬ 
ceivables. Tlie Accounts-receivable item, it w’ill be noted at a 
glance, at the end of 1940 is almost double (189 p(‘r cent) the 
amount of 1939, yet its proportionate increase when compared 
with the increase of all othJ^ items is only 141 per cent. The 
Merchandise inventory has increased $114,985.98, yet it has 
actually been reduced from 41.19 per cent to 38.16 per cent of 
the total capital employed in the business. This method of set¬ 
ting up a statement for analysis enables one to determine easily 
the proportion of the capital employed as working capital, or 
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if that term be confusing, the amount of capital invested in the 
working assets. The two statements show an increase from 88.28 
to 91.23 per cent. These totals include the items Cash, Ac¬ 
counts receivable, Merchandise inventory, find Notes receivable. 
The proportion between current assets and current liabilities 
is also easily determinable from the common-size statement, 
though which .year presents the larger current ratio the reader 
probably cannot determine from inspection either of the origi¬ 
nal .statements or the common-size statements. 

DRESS MANUFACTURER 


8/10 E. O. M. 

Assets: 



1930 

1940 

1939 

inf.i 

Cash .$ 

88,744.88 

$ .55,208.18 

7.63 

8..5.5 

Accounts receivable. Net. 

806,218.82 

579,.360.87 

2()..34 

87.27 

Morcluindisc inventory. 

478,987.12 

598,298.10 

41.19 

.38.16 

Deposit . 


1 OM 


0 08 

Notes receivable at Real Value 

152,600.00 

190,440.87 

18.12 

12.25 

Fixtures. 

21,($04.48 

28,478.84 

1.86 

1.88 

In vestments . 

76,594.76 

76,594.7() 

6.59 

4.98 

Officers* Life Insuranco. 

9,236.00 

12,478.00 

0.80 

0.80 

Sundry receivables and Ad- 





vances .. 

15,498.20 

6,890.29 

1..38 

0.44 

Due from Officers. 

10,216.00 

4,888.54 

0.SS 

0.81 

Prepaid Charges . 

.3,076.75 

5,915.17 

0.26 

0.88 

Total Assets.$1,162,721.96 

$l,.5.54,7.:8.62 

100.00 

100.00 

Liahilitifs, Capital and Surplus: 





Due for Merchandise on Open 





Account .$ 

561,486.02 

$ 711,891.76 

48.29 

45.75 

Loan from Bank. 

75,000.00 

125,000.00 

6.45 

8.04 

Loan from Others., 


040 m 


J 1 0 

Sundry Accounts Payable.... 

14,8.38.39 


1.2.3 


Corporate Stock Issued. 

300,000.00 

800,000.00 

25.80 

19.30 

Surplus ill Use as Capital.... 

211,897.55 

.348,027.91 

18.28 

22.88 


Reserve for 19.'*9 Tiix... 5,284.04-0..S4 

- ^ — - - - - 

Total Liabilities, Capital, 

and Surplus..Ill,1(12,721.96 .111..'554,7.5.3.02 100.00 100.00 

Sales..112,487,800.88 .$4,792,261.88 

Another fact plainly brought out by the common-size state¬ 
ment is the relationship between owner capital and creditor 
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capital. Although owner capital has increased from $511.S79.55 
to $648,027.91, it lias decreased from 46.0:1 to 41.68 per cent of 
the total ca[)ital emploj'cd. 

From the few comiiarisons made the reader will have noted 
that, while this method shows clearly the relation of single items 
or groups of items to each other and to the total, comparisons of 
items in different statements cannot be made. In two items men¬ 
tioned, Receivables, and Capital and Surplus, there has been 
considerable increase. Yet the analyst, relying solely on the 
common-size statement, would conclude that there has been in 
each instance a decrease. The reader may form his own opinion 
as to whether enough is gained by this method of setting up a 
statement for analysis to com])ensate for the time involved in 
making the various necessary com])utations. 

“Where-got, Where-gone“ Statements.— It must be evi¬ 
dent that an increase in an asset must be accompanii‘d by a di*- 
erease in some other asset or by increased capital furnished 
either by creditors or owners. Conversely, a di'crease in any 
asset means either the increase of some other asset or the with¬ 
drawal of cayiital either by owners or creditors. The (*hanges 
that take ])lace in the capital position of a business from yc»ar to 
year are plainly brought out by the “wher(‘-got, where-gono“ 
method of comparing a financial statement. Tlu» statement on 
the next page will illustrate the “where got, where gone,“ or it 
might be caihKl the “what-happeiuHr' method of comparison. 

The statement illustrated (p. 456) is pre.sentod togetlu*!' 
witli the condensed profit-and-loss statement just as it was sub¬ 
mitted to creditors, without any change as to arrangement, but 
with the cents omitted. The analyst can see at a glance through 
the Where (lot and Where Cone set-up just what has happened to 
the individual items, but the significance of th(^ changes is not so 
easily determined. The author will call attention to only a f('W 
of the changes leaving a more thorough analysis to the n'ader. 

It will be noted that Receivables have increased $308,617 
w4iile the Inventory has been reduced $956,965. This may b(* 
a change which the creditor is glad to see. The reduction of 
$720,861 in Current Assets, it will be noted, is accomplished by 
a reduction of $355,513 in Current Liabilities, w4iich has effected 
a decrease in the Working Capital $365,348 without, however, 
appreciably changing the current ratio. Real estate has been 
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19.39 

1940 

Where Got 

Where Gone 

Cash .$ 228,849.00 

Accts. R(?('oiv- 

$ 156,336.00 

$ 72,513.00 


able . 1,628,294.00 

1,9:<6,911.00 


$ .308,617.00 

rnveritory .... 5,750,109.00 

4,793,144.00 

956,965.00 


Real Kstate ... 3,803,595.00 

3,235,323.00 

568,272.00 


Treasury Stock 77,.300.00 

Securities. 48,58.3.00 

IJnamortized 

51,2.3.3.00 

77y300.00 

2,650.00 

Bond Diseount 299,396.00 

194,989.00 

104,407.00 


Sinking Fund. 495.00 

867.00 


372.00 

Good Will. .590,2.50.00 

590,250.00 



Deferred As8et.s .375,279.00 

373,390.00 

1,889.00 


Total Assets. -lil 2,802,150.00 

$11,.332,443.00 




Luihilities, Capital, Surplus: 


Payables . 

$ 3,538,601.00 

$ 3,183,088.00 

$ 355,513.00 

Funded Debt.. 
Real Estate, 

2,179,000.00 

2,051,000.00 

128,000.00 

Mortgage ... 

.380,500.00 

200,500.00 

180,000.00 

Preferred Stock 

60.3,015.00 

601,200.00 

1,815.00 

Common Stock. 
Iteserve for 

5,072,800.00 

4,911,000.00 

161,800.00 

(vontiugcncies 

47,411.00 

47,411.00 


Surplus . 

980,823.00 

338,244.00 

642,579.00 

Total . 

$12,802,150.00 

$11,3.32,443.00 .$1,781/346.00 

$1,781,346.00 


1040 P. and L. Statement: 


Factory Profit..1?2,953,575.00 

IvGss Loss by Subsidiary. 1,802,415.00 


Profit before Interest. 1,151,100.00 

Less Interest Charges.. 754,964.00 

Profit for Year.$ .396,196.00 

decreased $568,272. Tlie inference is that a part of the real 
estate has been sold, or, it may have been more conservatively 
reappraised. If the latter inference is correct, much of the de¬ 
crease in Surplus, $642,579, is explained. A decrease in the item 
Unamortized Bond Discount may explain a cut into the Surplus 
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account of $104,407. It will also be noted that while Creditor 
Capital has been reduced $666,513 (the totals of Payables, 
Funded Debt, and Real-estate 3^lortj?af;e) the Owner Capital has 
been reduced $806,194 (Preferred Stock, Common Stock, and 
Surplus). Whether these changes, on the whole, have im{)roved 
the concern’s credit position or otherwise, it is left to the reader 
to determine from a more extended analysis of the chanj^es ef¬ 
fective in the year 1940. 

Comparison by Inspection. —While the two methods de¬ 
scribed may add greatly to the ease with which certain changes 
in the financial statement arc discovered, they are not ordina¬ 
rily used. The common i)ractice is to compare by an insi)ectioii 
the same items for two or more years with each other. Deriva¬ 
tive and supplementary data may also be com|)ar(Hl. A form 
similar to that shown in Fig. 32 aids greatly. Such a form may 
be necessary as in the case of a bank. In reaching a conclusion, 
the analyst is greatly aided by having all items on a comparative 
basis. Changes in the current position, the imi)ortance of whi(*h 
lias been previously exemplified, are shown. Supphunentary data 
including contingent liabilities, net sales, net profit, dividends, 
outside worth of indorsers, and the name of the accountant are 
called for. It will be noted that the form peimiits a r)-y(‘ar com- 
])arison. The form illustrated is not presented as a model, but 
rather as typical of the simpler forms in usci ])y banks. 

While a comparison of items will show whether the increase 
or decrease is favorable or unfavorable, such chang(‘s will not of 
themselves indicate wh(‘thcr the risk is made* a d(*sirabl(‘ or un¬ 
desirable one. The mere fact that certain items may show im¬ 
provement, or that the entire statement may show an imf)rov(v 
ment, will not bring a business within the circle of desirable 
risks. 

ANALYZING THE INCOME ACCOUNT 

A single balance sheet discloses the capital employed in a 
business, by whom that capital is furnished—owners, inv(*stors, 
and creditors—and in what assets and amounts that capital is 
invested. Comparative balance sheets disclose the changes in the 
amount of capital, changes in the form of capital, and changes 
in the equities of owners and creditors between two given dates. 
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The income statement, provided it is sufficiently detailed, ex¬ 
plains how those changes came about. The income statement is, 
therefore, essential to a complete analysis of a concern’s financial 
position. While the income account is the most difficult to ob¬ 
tain, it adds as much if not considerably more to an understand¬ 
ing of a risk as a comparative analysis adds to the analysis of 
a single balance sheet. 

Form of Income Statement. —The fundamental structure of 
an income or profit-and-loss statement is extremely simple since 
it must in the end conform 1o the following formula: 

Total Income 
less 

Total fJxponses 
equals 

Net Profit. 

The actual structure of the Income account should be somewhat 
more elaborate since the above formula discloses but little more 
than does the balance sheet itself. Such a statement is in fact 
most incomplete, since it does not indicate the disposition of the 
net profit. It should be i)ossible to obtain a definite tie-up be¬ 
tween the balance sheet and the Income account. Wliile it is 
true that the former is in account form, and the latter is usually 
in report form, nevertheless both are taken from the same books 
of account. Tlie tie-up between the two lies in the suiqdus ac¬ 
count. Unless the Income account explains the change in the 
surplus account, it loses considerable of its value to the analyst. 
Changes in the surplus account may, of course, be due to divi¬ 
dend i)ayments, and other charges and credits not applicable to 
the i)eriod covered by the Income Report. 

Many financial statement forms call for only a summary 
of the Profit and Tioss, or Income account, because the creditor 
only hopes to get a summary of that account. The form illus¬ 
trated is that suggested by the National Association of Credit 
Men. 

Valuable as that form may be, a more detailed classification 
of the accounts (such as shown on p. 462) would be highly de¬ 
sirable. The Income account should disclose (1) the gross profit 
and how it is derived, (2) the operating expenses, and (3) the 
total income and its disposition. The skeleton form of such a 
statement follows: 



STATEMENT OF PROFIT AND LOSS FOR PERIOD FROM 


STATEMENT ANALYSIS BY COMPARISON 


459 



Fig. 00.—Summary form of profit and loss statement. 
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Net Sales 
less 

Cost of Goods 
equals 

Gross Profit 
less 

Operating Expenses (including Selling and Adniiiiistrativo) 
equals 

Net Operating Profit 
plus 

Net Non-operating Income 
equals 

Net Profit 

less dividends 
equals 

Addition to Surplus. 


In the form illustrated there may be considerable elaboration, 
and the more detailed the income statement may be the more 
informative it is. 

The Mechanics of Income Accoimt Analysis. —The Income or 
Profit and Ijoss account reveals the income received, from what¬ 
ever source, for a given period. The basis of the Income account 
is Net Sales. That is so because, aside from bad debts, cash 
discounts, and other income, net sales rei)resents income avail¬ 
able for distribution for the period embraced by the accoimt. 
The ])iir])ose of Income analysis is to determine whether the in¬ 
come is being so managed that the prime object of business, 
namely, a reasonable ])rofit, is being attained. If the objective is 
not being attained, a careful consideration of the Income ac¬ 
count may reveal the reason. In most instances the failure will 
be found to be due either to an insufficient income, or to bad 
management of that income. 

The analysis of the Income account is greatly facilitated by 
reducing all items to a percentage of net sales. By this mi‘thod 
the analyst simplifies the consideration of the distribution of 
income. The component parts of the sales dollar are the cost 
of the goods sold, the expense of doing business, and—let us hope 
—profit. The detailed Income account further breaks down the 
cost of goods sold and the expense of doing business into various 
classifications. The relationship of each of tliese classifications 
to total net sales is difficult of comprehension unless the rela- 
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tionship is simpliflcd. Comparison is made easy when all Income 
accounts are reduced to a common size. 

Significance of Income Items.— As we have, seen, the net- 
sales figure is vor>' desirable to have as iui aid in the analysis of 
the balance sheet. It is a necessity in tlie income account since 
it is one of the items from which the gross i)rofit is derived. In 
some eases it is very desirable to show 

Gross Sales 
less 

Returns ami Allowances 
equals 

Net Sales. 

The Returns and Allowances item is of some importance, 
since it indicates the policy of the concern iii selliiifr its mcr- 
cjiandhie. Furthermore, returns and all()wan(*(‘s ai‘e ('xpi'iisive 
and may seriously ]iam[)er the manajjfement in its attempt to 
earn a net profit. Cost of j^oods in relation to net sal(\s shows 
the spread between these two important it(‘ms. This is best 
represented on a iiercentage basis, since the analyst throujifh his 
familiarity with the industry represent(*d by t.lu‘ subji‘ct will 
know the gross-profit range for the industry. It is well to ])oint 
out that the gross-jirofit iiercentage of concerns opi‘rating in like 
manner within the same industr}^ is eomparabh*, and tluj keener 
the competition the less divergence will there be among the dif¬ 
ferent concenis. This is so because competition fixes both buy¬ 
ing and selling ])rices. The gross-profit, ])(*rcenlag(^ therefore 
is examined to see that it conforms to the normal margin for 
that industry. 

The next main division. Operating Expenses, may b(^ and, for 
their thorough understanding, must b(i highly classified. A fre- 
(luent subdivision is a segregation of selling (‘xpimse from general 
and admi::istrative expenses. Since there is a ctTtain inflexibility 
in the gross-jirofit percentage, it is obvious that there is the 
necessity to keep the operating expense relatively low if the busi¬ 
ness is not to show '‘in the red.’’ The ability to ofierate within a 
certain margin of gross profit represents the nial test of man¬ 
agerial ability. 

There are certain relationships or ratios within the income 
statement which should be considered. The analyst may choose 
those which he deems most important, the choice of which may 
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(19) Insurmnoe Premium* .. 

(10) U. S. Income Tazei... 

(11) All Other Taxe* and Ticmaea. 

(22) Repairs and Replacements . 

(23) Discounts Allowed . 

(24) Miscellaneous Operating Expenses (explain chief items on back of this sheet) 
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Fig. 61.—Standard operating statement form recommended by the National Association of Credit Men. 
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be determined by the nature of the business and the data avail¬ 
able. Among th(?se relationships are sales-selling expense, salcs- 
offlccrs' salaries, and salcs-nct operating profit. Individual items, 
too, will be elosely scanned to see that they are in proportion to 
the size of the business conducted. 

Sales: Selling Expense. —Selling expense is often one of the 
larger items of expense. Among different industries it varies 
greatly, but within an industry the variation should range within 
a few points when expressed on a percentage basis. If, for 
example, the analyst knows that in a certain industry sales are 
obtained at an average expense of 9 per cent, a business showing 
a sales expense of 15 per cent would challenge further inquiry 
into the reason for such a high cost. Few businesses can stand 
an additional expens' of 6 per cent in sales without bringing the 
net profit below what might be regarded as a noimial return, if 
not obliterating the net altogetlicr. 

Sales: Officers’ Salaries. —The amount withdrawn by the 
officers in salaries is often an important question, particularly in 
a small or closely owned business. The officers instead of limit¬ 
ing their withdrawals to what the business will stand may vote 
liberal salaries for themselves, thus “eating up the profits. ” Sal¬ 
aries of executives obviously should be commensurate with the 
volumes of business attained and the net profit jiroduced. Sal¬ 
aries is an item to which the analyst is advised always to give 
close scrutiny, since not only may it represent an annual drain 
upon capital, but it carries with it an intimation of the character 
and managerial ability of those in control. The failure of many 
an enterprise has been due to the fact that it could not stand 
the drain made upon it by the officers themselves. 

Sales: Net Profit. —The net ])rofit per s^ile is an item which 
may vary considerably in different industries, but within an 
industry the range is not very wide. The range in this relation- 
shif) should be known in a general way or should be ascertained 
by the analyst. Any deviation would call for a fuilher investi¬ 
gation. It is in a comparative analysis that a consideration of 
the ])ercentage of net profit to sales percentages may be most 
indicative. If the percentage gradually or suddenly is getting 
smaller, it may serve as a serious warning. Sales may be con¬ 
tracting without a decrease in administrative expenses, or the 
volume of sales perhaps is being maintained by cutting prices. 
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The aim of the management is to i)roduee as large an operating 
profit as possible. If a satisfactory profit is obtained, it must be 
the result of a normal net ])rofit i)er sale or an abnormally high 
volume of sales (?ompared to net wortli, with the result that 
the high turnover of invested capital offsets the narrow margin 
of profit. 

Analysis of Expense. —^Whenever the expenses are given in 
detail, a careful consideration of them may be enlightening. The 
astute analyst may be able to i)ut his finger ui)on tlie weak spot 
of the entire operation. Pmv management may stand revealed 
through some of the administrative items or operating-ex])onse 
items. 

Certain items should be found to fluctuate with the volume 
of sales while others will not. Rent, taxes, and de|>reciation, for 
example, may remain quite inflexible in spite of a considiTable 
rise or fall in sales. Cther items such as selling exjx^nse, freight 
and cartage, telephone and telegraph hav(‘ a relationshif) to sales 
and should fluctuate with that item. Other ex[)(‘ns(‘s may liavo 
a wide variation from year to y(‘ar and, from the analyst’s vi(‘w- 
point, may seem to ]iav(‘ b(‘(‘n unwisely incurred. Among such 
fluctuating items arc advertising, entc'rtaining, h'gal and ])ro- 
fessional expenses, and, perhaps, the exp(‘ns(* or cost of borrowc‘d 
money. This latter itmn may indicate the subj(‘ct.^s cn'dit stand¬ 
ing. An exor])itant interest expense may indicate that Imrrowing 
cannot be done through banks and may therefore have to be done 
outside and through more expensive chanmds. 

Reconciliation of the Surplus Account. —Wlu inwi r tluue is 
an increase in the surf)lus account from one year to anoth(*r, 
many credit men take it for grant(*d that such an incn*ase is 
the result of profits earned. Likewise, a decrease in snri)lus is 
assumed to represent either a loss or, ])erhaps, dividends ])aid. 
These assumptions are in the majority of cases corn^ct but not 
in all. In a previous chaj)ter, it has been j)ointed out that sur- 
I)lus may be created or increased in a number of different ways, 
and the manner of increasing the surplus may have considerable 
influence upon the credit decision. 

The surplus is the connecting link between the profit-and- 
loss, or the Income, account and the balance sheet. II(?nce, a 
tie-up between tluvse two important statements calls for ?ui ex¬ 
planation of surplus changes or, in accounting terms, a recon- 
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filiation of the Surplus aec?ount. Where elianges in the Surplus 
account cannot be determined there is an important "a]) in the 
analysis which cannot be bridged. 

The balance sheet shows the capital employed, the amount of 
that caj)ital which belongs to the ownership, and the kind of 
assists in which that caf)ital is invested. Next to a consideration 
of the amount and the manner of the capital invested, the cpies- 
tion which may liave the most weight is whether or not the con¬ 
cern is makin.g money. Tliough it may not be ])ossibh» to examine 
the operation of the concern in detail, every creditor must be 


(’ask 1. —(■()N1»KNSKI> iNi’OMK STATEMENT FOR 1940 


Net Sales . $1,.'127,984 

(lost of Sales . 1,184,2:17 

Gross Profit . 14:1,747 

Expenses . 171,792 

Net Ta) 88 from Operations . $ 28,04r) 

Other Income: 

Oasli ltec(*ive<l from Insurance on Life of R. H. 

(’aiifiehl . $50,000 

Refuml (HI federal Income Taxes 19:11-19:15, In- 

('lusive . 0,172 $ 50,172 

Net (Iredit to Surplus . 28,127 

Surplus, lleginning of Period. 42,029 

Surplus before Dividends . 70,75(5 

Dividends Paid 0 Per (lent on $150,000 . 9,000 

Surplus as per llalance Sheet, 12/:il/40. $ 01,750 


impivssed by the fact that his customer is making a profit or, 
in other words, achieving some measui'e of success through the 
operation of the business. An account whicli discloses tlie reason 
for changes in surplus is, therefore, of considcrabh' importance. 

Two illustrations are given to show how misleading an un¬ 
explained increase in suri)lus may be. Let it be assunnxl that 
in eacli case the balance sheet disclosed a satisfactory condition, 
including the increase in suridus as shown. 

In the above illustration, an increase of over $19,000 would 
leave a very favorable impression until ex])lained. Assume that 
Mr. Canfield, the president and treasurer, who died late in 1939, 
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was regarded as the brains of the business. The two oflReers 
next in control were felt to be less competent to manage tlie busi¬ 
ness successfully. Without the income statement the creditors 
might have conceded their error in the judgment of managerial 
ability, but with the income statement their judgment was 
strongly confirmed, since the new management, instead of earn¬ 
ing a profit of over 18 per cent on the capitalization of $150,000 
from operations, lost over 18 per cent of the amount of the issued 
capital. 

Case 2. —Condensed Profit and Loss Statement 1040 


Sales, Net . $;i20,lS4 

Cost of Sales. 28;{,27r) 

(Iross l*rofit . 42,000 

Expenses . 40,.'110 

Net Loss from Operations. .‘1,407 

Appreciation of Plant anil Kquipinent Based on Appraisal. 10,000 

Net (Vedit to Surplus. 0,.')0.‘l 

Surplus Beginninpf of Year. r),2I7 

Surplus 12/.*M/40 . .$ 11,S10 


III this (*os(‘, tlu‘ bolnneo shoot disolosod Iho inomisi* in fixed 
assets, but, as the niaohinory was known to 1)0 soinowhal old, the* 
biiildinjr in need o1* n'pairs, it was at first assiinu'd that r(*|)airs 
and now (‘(juipmont aoooiintod for tlio inon»aso in valuation. 
The oonservativeness of the eredit man assertiMl itstOf, and an 
income account was insisted uf)on. The loss from operations ami 
the method of concealing it were thus disclosed. 
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WALKER-HAETMAN COMPANY 

MANUFACTURERS OF MEN SHIRTS 

Comparative Balance Sheets as op Dec. 31, 1939 and 
Assets 

1939 

Current Assets: 

Cash in Hand and in Bank.$ 2,701.41 

Accounts Receivable. $01,672.60 $113,146.51 

Less Reserve Bad 


Debts. 

Reserve Trade 

2,178.21 



3,512.93 

Discount .... 

861.22 



3,284.12 


$ 3,039.43 

58,633.23 

$ 

6,797.05 

Accounts Receivable—Sundry. 

Merchandise Inventory. 

211.90 

47,872.55 



Total Current Assets.. 


$109,419.09 



Investments—at cost—Stock. 

1,400.00 



Fixed Assets: 





Macliinery and Equipment 
Less Reserve for De- 

15,350.40 



17,914.58 

preciation . 

2,413.84 

12,936.56 


4,076.34 

Furniture and Fixtures. 

$ 917.54 


$ 

1,323.21 

Leas Reserve for De- 




preciation . 

167.15 

750.29 


259.92 

Building Improvements.. 
I.«csa Reserve for De- 

$ 428.79 


$ 

428.79 

preciation . 

214.40 

214.39 


345.42 

Automobiles . 

$ 2,012.06 


J 

2,012.06 

IjCss Reserve for De¬ 




preciation . 

1,341.38 

670.()8 


1,648.78 


Total Fixed Assets. $ 14,572.02 

Deferred Charges: 


Unexpired Insurance . 1,144.04 

Advjiiwcs to Salesmen. 1,880.55 


Supplies . 

Prepaid Interest. 

. 718.27 

. 846.44 

Total Deferred Charges. 



$129,620.41 

Current Liabilities: 

Accounts Payable—Trade.... 
Accounts Payable—Sundry .. 

Notes Pavable—Bank. 

I^oans Payable—Individual .. 

Accrued Salaries, etc. 

Accrued Taxes. 

Liabilities 

.$ 24,715.03 

. ,3,169.92 

. 22,000.00 

. 1,720.68 

Total Current Liabilities.. 
Net Worth.. 

. 77,247.96 


$129,620.41 


1940 


1940 

$ 965.22 


106,348.46 

528.49 

69,307.35 


$177,149.52 

1,400.00 


13,839.24 


1,063.29 


83.37 


3()3.28 


$ 15,348.18 

1,042.41 

4,169.79 

811.49 

185.74 


$ 6,209.03 


$200,107.13 


$ 85,392.43 
886.89 
24,000.00 
1,000.00 
880.05 
1,646.14 


$113,805.51 

86,301.62 


$200,107.13 
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WALKER-HARTMAN COMPANY 

MANUFAITIJRKKS OK MEN ’S SHlllTS 

Comparative Statements ok Puoitt and I^oss 
FOR THE Years Kndino Deo. :n, 19:U) and 1940 

1939 1940 


Sales .$270J05.8(> $335,598.94 

Less Discounts and Allowances... 9,133.31 11,0(>1.25 

Net Sales. $2(U,032.55 $324,537.(59 

Cost of Sales. 

Inventory Kaw Materials 

Jan. 1. $ 18,280.13 $ 23,834.11 

Purchases . 142,017.02 185,550.27 

I'"’.eight, Express and 

Drayage . 5,7.30.75 0,158.83 

lUiying Expense. 5.59.70 009.30 


$107,194.20 $21(5,152.51 

Less Inventory Raw 

Materials, Dec. 31 23,834.11 22,259.30 


Materials and Supplies 

Consumed .$143,.300.09 $193,894.21 

labor and Supervision. 48,430.49 72,191.01 

Rent . 2,735.00 2,47.5.00 

Power and Light. ],.37L79 1,037.85 

Insiiranee . 883.98 991.(58 

Eactorv Supplies and 

Expense. 1,294..35 1,027.27 

Burglar Alarm. 270.00 247..5() 

Taxes . 1,9.37.22 2,887.04 

Machinery Maintenance 709.03 1,227.80 

Royalties* . .350.07 279.74 

Depreciation — Machin¬ 
ery and Equipment., 1,448..50 1,(5(52.50 

vVmortization — Build¬ 
ing Improvements... 142.93 131.02 

$202,933.51 .$278,05.3.28 

T.ess Goods in Process, 

Dec. 31. 57(5.81 10,722.90 

(\)st of Goods Manufac¬ 
tured . $202,350.70 $2(57,930.32 

Add Inventory Finished 

Goods, Jan. 1. 33,871.21 27,202.17 

.$230,227.91 $29.5,192.49 

Less Inventory Fin¬ 
ished Goods, Dec. 31 19,070.70 31,819.44 

Cost of Goods Sold. 217,1.57.21 20.3,.373.05 

Gross Profit. $ 44,475.34 $ 01,164.64 
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Expenses 1940 

Selling 

Advertising and Selling 2,052.48 1,297.50 

Shipping Supplies. 971.79 1,543.30 

Shipping Salaries. 1,509.51 2,605.25 

Delivery Expense. 217.65 226.45 

New York Office. 272.50 . 

Commissions and Travel¬ 
ing . 15,684.17 24,754.89 

Salesmen’s Accounts 

Charged Off. 2,524.01 1,655.63 

Taxes . 372.27 . 

Depreciation — Automo¬ 
biles . 670.69 307.40 


Total Selling Expense $ 24,275.07 $ 32,390.42 

General Administration 

Office Salaries. .3,075.16 4,087.03 

Credit and Collection Ex¬ 
pense . 1,099.88 728.21 

Stationery and Office 

Supplies . 365.6.3 697.00 

Postage . 857.85 874.81 

Legal and Auditing.... 450.00 410.50 

Telephone and Telegraph 414.99 418.16 

Bank Charges. 174.80 218.25 

Miscellaneous Kxi^ense. 173.19 97.01 

Taxes . 4.34.65 1,053.86 

Donations . 181.45 247.45 

Bad Accounts Charged Off .3,384.57 4,194.99 

Depreciation — Thiriii- 

ture and Fixtures.... 85.61 92.77 

Total General and 

Administrative «... $ 10,697.78 $ 13,120.04 

Total Expense. 34,972.85 45,510.46 

Net Operating Profit..$ 9,502.49 $ 15,654.18 

Additions 

Sundry Income. 1,370.3.3 

Discounts Taken. 1,606.27 992.75 

Gross Income. .$ 11,108.76 18,017.2(5 

Deductions 

Interest Paid. 1,674.65 2,008.29 

Net Income. $ 9,434.11 16,008.97 

Analysis of Net Worth Account 

Balance .Ian. 1. $ 74,795.88 $ 77,247.91) 

Add Net Income Jan. 1 to Dec. 31.. 9,434.11 16,008.97 

$ 84,229.99 $ 93,25(5.93 

Less Withdrawals, Jan. 1 to Dec. 31 6,982.03 6,955.31 

Total .$ 77,247.96 $ 86,301.()2 
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Text and Research Questions 

1. Why is a comparison of successive balance sheets desirable? 

2. How can a concern’s financial position be comparatively analyzed? 

3. Will all methods of companitive analysis lead to the same con¬ 
clusion? 

4. What arc the advantages and disadvantages of the common-size, or 
100 per cent, statement? 

5. What are the advantages and disadvantages of the "where-got 
where-gone” method of analysis? 

6. To what extent docs comparative analysis of financial position aid 
in an appraisal of the "capacity” factor? 

7. Why are Imsiness men reluctant to issue detailed operating state¬ 
ments? 

8. Why is it desirable to be able to account for changes in the surplus 
account through the income statement? 

9. What effect does the volume of sales have upon (a) the gross profit 
])crcentage and (b) operating expense percentages? 

10. Why arc all percentages in operating statement analysis computed 
on the basis of net sales? 

11. Why is it desirable to have the gross sales as well as the? net sales 
shown? 

12. What items in the operating statement are not affected by increase 
or decrease in sales? 

1.1. What items, if any, in the operating statement are wholly without 
the control of the management? 

14. Which is the more significant, the percentage of net profit to sales 
or the pe.rcentage of net profit to net worth? Why? 

15. In what way other than the payment of dividends can profit be 
withdrawn from a business? 

10. Why is it sometimes impossible to reduce costs as sales decrease? 
17. Make a complete analyses of the balanc seheets and profit and loss 
statements of W’’alker-Hartman Company, manufacturers of men’s shirts, 
page 408, computing significant ratios from the balance sheets and reducing 
the classified totals of the profit and loss statements to a common size. State 
briefly what your analysis discloses. 




PART III 

THE PROTECTION AND REDEMPTION 
OF CREDlr 




CHAPTER XXII 


COLLECTIONS 

With this chapter, the reader embarks upon the final leg of 
the credit journey. Hitherto attention has been directed, first, 
to a discussion of the theory of credit and the mechanics with 
which it is solved; and second, to the solving of the credit prob¬ 
lem or, in other words, the measurement and acceptance of the 
risk. Having measured and accepted tlie credit risk, the credit 
man must watch the credit until it has been redeemed. He 
must take such measures as lie open to him to insure the credit 
redemption. It is with tlic redemption of credits, commonly 
called collections, that wc now deal. The collection problem 
will be discussed in all its stagers from the first step—tin; simple 
re(iuest for payments—to that necessitating the liquidation of a 
business by bankruptcy or some other means. 

Collection Problem Varied. —The ease or difficulty of ef¬ 
fecting collection varies greatly in different industries, and also 
among different concerns within the same industry. In many 
credit departments the collection of accounts is the major prob¬ 
lem of the department. This results from the nature of the market. 
Customers, in general, while ultimately able to pay, may be some¬ 
what slow in paying; merchandise may be widely distributed in 
rather small units; or the profits may be sufficiently large 
enough so that unusual risks may be taken. Under such con¬ 
ditions either the risk is not adequately investigated, the cred¬ 
itor relying on the general law of averages to keep losses suffi¬ 
ciently low, or, the risk, though recognized as considerable, is 
accepted. The business house which sells to such a market must 
expect some trouble in collecting its accounts. On the other 
hand, if the market is composed of concerns of generally high 
credit standing, and if customers arc further selected with the 
poorer risks discarded, comparatively little trouble will be ex- 
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perienced with collections. Thus we find one credit man who, 
as the result of the credit policy of his house, investigates thor¬ 
oughly, appraises the risk carefully, and discards all but the 
highest class of risk. At the other extreme is the credit man of 
the house which is willing to accept almost any risk no matter 
how great and take its chances upon eventually getting its 
money. The one needs to give but little attention to collections, 
the other gives but scant attention to the risk. There is, of 
course, a wide variation of policies between these two extremes. 

Credit Man Logically in Charge. —It has been held by some 
that the credit function differs so greatly from the collection 
function that there is in reality but little connection between 
them. Frequently, indeed, the collection department is com¬ 
pletely separated from the credit department with the collec¬ 
tion manager working under the direct supervision of the 
comptroller or the treasurer. In most mercantile concerns, how¬ 
ever, the credit manager is also the collection manager. This 
combination or union of both credit and collection work under 
one head is most logical. The records of each arc quite essen¬ 
tial to the best work of the other. Furthermore, the credit man 
is most interested in effecting the collections, since if the col¬ 
lection is not effected, he is charged with the responsibility of 
the loss. Since, then, the credit department has the customers' 
records, and has a greater interest in collections than any other 
employees, it is most logical to permit that department to control 
the account from the time it is opened until the completion of 
the transaction and the receipt of the final payment. 

Importance of the Problem. —^The collection of accounts 
forms one of the most important phases of business organization. 
Business consists of a multitude of individual transactions eacli 
of which consists of a series of steps—production, s(‘llin?4 and 
collection. Collection is the ultimate aim of each transaction. 
While a good collection record will not alone insure business 
success, good collections are one of the essentials of success. 

Good business requires that collections shall not only be 
made but that they shall be made promptly and without any 
damage resulting to the concern's market. It is this latter re¬ 
quirement, viz., to retain the customer's good will, which makes 
the collection problem a difficult one, and which makes skill and 
tact essentials of those handling the collections. In the majority 
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of instances collection can be made, and promptly too, if the 
collector is willing to sacrifice good will, but good will is to be 
sacrificed only as a last resort. Stated in the order ol! their im- 
l)ortance, the three obji'ctives of the collection de])artment arc, 
first, to collect the debt; second, to collect the debt and retain 
the customer’s good will; and third, to collect the debt promptly, 
retaining the good will of the customer. If those thriHi objec¬ 
tives cannot all be attained, they are usually abandoned in re¬ 
verse order. That is, promptness is sacrificed to good will, and, 
as a last resort, good will is sacrificed to the main objective which 
is to obtain the payment. It is no cas}'^ task to maintain so nice 
a balance as to result in the collection of the largest number of 
accounts with the greatest degree of promptness and at the same 
time lose the fewest possible number of customers. 

The amount of profit is affected by the amount of capital 
unnecessarily invested in accounts receivable. It is the duty of 
the collection department to see that sucli capital is freed as 
promi)tly as possible for active use in the business. (Capital tied 
ui) in receivables beyond their maturity is not only idle cai)i- 
tal but it is actually an expense to retrieve it for use in the 
business. To keep as much capital as free as ])ossible and to col¬ 
lect it with a minimum expense is an added task of the collection 
department. 

Just how much pressure is to be brought to bear to obtain 
prompt collections, and to what extent good will may be jeopard¬ 
ized in the effort are questions of policy to be determined by 
each individual concern. The arguments which may be pre¬ 
sented weigh heavily in favor of a vigorous or “close” collection 
policy. 

Reasons for a “Close” Collection Policy. —Along with the 
improvements in modern business methods there may be noted a 
general tendency to shorten the terms of financing by the selh'r. 
This is apparent not only in the published terms of the seller 
but it is evident in the greater insistence that the buyer shall 
comxily with those terms. This change is not only noticeable but 
noteworthy. The seller reaps no advantage from credit terms 
unnecessarily extended. The shortening of terms, on the con¬ 
trary, results in a greater turnover of capital with a consequent 
larger total profit. It enables the seller to take advantage of 
cash discounts, or to pay promptly, thus enabliug him to main- 
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tain his own credit standing. Whether wholesaler or retailer, 
the customer whose buying terms are shortened is influenced to 
shorten his selling terms. Thus the movement is cumulative, 
making for greater liquidity of business in general. From the 
standpoint of the seller, then, the first benefit derived from a 
close collection policy is the release of a certain amount of capi¬ 
tal for use in the seller's business. There arc other advantages 
each worthy of the seller's careful consideration. 

A close collection policy keeps the debtor in a liquid i)Osition 
to buy more goods. If a customer has bought and is owing as much 
as the seller cares to sell him, subsequent sales to that customer 
will be delayed so long as his account is unpaid. Even though the 
creditor might be willing to accept further orders, in spite of the 
delinquent account, the buyer will often avoid the house where 
his account is overdue and place his orders with a competitor. 

Insistence upon prompt payment may be cheaper in the end. 
Prompt payment means fewer outstanding accounts and results 
in reduced bookkeei)ing effort and a fewer number of overdue ac¬ 
counts for the collection department to handle. Customers soon 
learn which creditors they may ignore and which will insist upon 
prompt payment with the result that they pay the insistent cred¬ 
itor and allow the lenient one to wait.^ An account, once impressed 
with the fact that the creditor will not tolerate long overdue 
accounts, pays when due, with little or no prompting on the part 
of the creditor. Prompt collections aid in keeping down losses 
from bad debts. As an account increases in age, the chances of 
ever collecting it diminish, consequently the greater the laxity in 
enforcing terms the greater the bad-debt losses. The business 
methods of the house forcing a strict observance of credit terms 
arc res])ected by customers, and a confidence in the house is 
inspired which favorably disposes purchasers to it. 

Reasons for Slow Payments. —Every collection manager will 
have to deal with apologies of customers for slow payments, and 
these letters will usually give reasons or excuses for the delin¬ 
quency. Such communications, by letter or otherwise, are greatly 
to be desired since they give the collector an insight into the line 
of attack, or the plan of campaign, which he should follow. The 
author also wishes, at this point, to call the reader's attention 

1 Cf. Beckman, T. N., ‘ ‘ Credits and Collections in Theory and Prac¬ 
tice,^’ 1st Ed., p. 321; also Ettinger and Golieb. Credits and Collec¬ 
tions,” p. 304. 
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to the difference that may exist between reasons and excuses for 
delinquency. 

While the reasons for slow payment are many the more com¬ 
mon among them may be classified as follows: 

The first, and in the author’s opinion, the foremost reason 
for slow payments is the lack of a thorough understanding of 
terms. Of course the terms are stated upon the seller’s order 
blank and they are again stated upon the invoice. Furthermore, 
the buyer knows how to interi)ret the terms, lint there is not 
always a clear understanding between buyer and seller that tlie 
terms are just as much a ]>art of the contract as is ])rice. Sales¬ 
men can testify to the general care with which the (piality of the 
merchandise is examineti and discusstd, and also to the hag¬ 
gling that may take place over tlie price. Terms, liowever, may 
not be mentioned, or, if brought up by the custonu'r, he is givem 
to understand by the salesman that an infringement of terms will 
not be regarded S(*riously by his house. If terms as well as |)rice, 
quality of merchandise, and the service th(‘ selling house is able 
to give, were thoroughly discussed and understood by l)uycr and 
salesman, much of the difficulty of colh'ctions would be removed. 
In other words, there would be an understanding of terms es¬ 
tablished, which does not now generally (‘xist. Many houses take 
pride in saying thfit theirs is ‘‘a one-j)rice hous(‘.” That is, Jill 
customers pay the same price and reci'ive the same terms. Strictly 
speaking, there are but few one-price houses. Certainly the 
house which expects om) customer to pay in 30 djiys and con¬ 
dones the 90-day jiayment of another can hardly ]w. sjiid to be 
treating all alike. Concessions in business arc sometimes a neces¬ 
sity, but such concessions should be a matter of understanding in 
advance, and not arbitrarily taken by the purcluiscT. 

A second common reason for delin(|uency is inadequate capi¬ 
tal. Men and women, eager to engage in business for themselves, 
embark upon the enterprise with insufficient capital, or attempt 
to do a larger business than their capital warrants. In cither 
case, there is too great a reliance upon creditor capital. Such 
accounts are frequently short of funds. 

The credit investigation, provided it includes a financial 
statement, should disclose this type of delinquent. The cred¬ 
itor should know full well that the customer is not able to pay 
according to the terms under which he buys. Yet this fact is 
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frequently ignored, and the collector becomes impatient with a 
condition which he should have recognized as inevitable when 
the risk was accepted. 

A third reason for slow payments may be attributed to in¬ 
competence in management. The incompetence may not extend 
to purchasing or marketing but there will be found carelessness 
or incompetence in financing or financial control. The result is 
the simple neglect of obligations. The debtor should be im¬ 
pressed with the importance of efficient financing, and the cost 
that may be entailed and loss of credit standing which may fol¬ 
low indifferent or ill considered financing. 

A fourth reason for difficult collections, and one more diffi¬ 
cult to deal with than incompetence or indifference, is wilful 
neglect. This class buy with the intent of getting more than 
they bargain for. They realize that ‘‘time is moneyand intend 
to obtain as much as x)ossiblc. As soon as the debtor’s motive 
is discovered, the creditor should take a firm stand and press 
hard for immediate payment. Even on future contracts, such 
a customer will withliold payment as long as he feeds he can 
“get away with it.’^ The obvious action for the creditor to take 
is, first of all, to have a clear understanding in regard to terms. 
If payments are delayed thereafter, credit on future transactions 
should be denied. 

A fifth reason, often encountered in cash-discount terms, is 
the inability to approve invoices and draw checks on time, be¬ 
cause of the pressure of the buyer’s office work or the inefficiency 
of his office and accounting systems. While this is a difficulty 
which should not prove insurmountable and, indeed, seems more 
an excuse for slow payments than a cause of them, it is seriously 
X^resented by many a debtor as an explanation of his tardiness 
or in his request for longer terms. 

There are, as was intimated in the beginning of this section, 
many miscellaneous reasons for slow payments, prominent among 
which are illness, death, fires, floods, and other misfortunes. 
These often merit the creditor’s consideration and sympathetic, 
treatment. It is often good business as well as humanitarian to 
extend to such a helping hand through an extension of credit. 
Each case of this nature will naturally be treated according to 
its own merits. 

The debtor’s real reasons for slow payment may differ some- 
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what from his excuses. The debtor would hardly admit some 
of the reasons set forth in the i)recediiig paragraphs. Instead 
the excuses most freciuently oh'ered are time honored and hack¬ 
neyed. They set forth that collections have been poor, the 
weather has been unseasonable, business has not met expecta¬ 
tions, or some misfortune has met the debtor in his business. 

The good collector will not accept a frail excuse without (pies- 
tion. Excuses are subject to verification. Collections may not 
really be bad, a fact which can be substantiated in several ways; 
the weather may not differ from what the average records have 
shown it to be for years; and business in the debtor’s locality 
may be at least normal. The efficient collection manager will 
have the facts available before him. When a customer is found, 
however, who is worthy of assistance, aid, when cheerfully given^ 
results in the customer being made to feel that he is dealing with 
a friendly and considerate house. 

Types of Debtors. —Any classification of debtors is, ol 
course, an arbitrary one. While a division of debtors into a 
greater number of classes could be drawn, the author j)refers to 
regard them as composed of only three distinct types. 

In the first type will be found those who are classified as 
prompt pay. Customers in this class habitually discount their 
invoices, or i)ay at maturity, (/aution must be used if the col¬ 
lector has any occasion to communicate with the customer, be¬ 
cause customers of this class are fre^puuitly very sensitive where 
their credit reputation is (piestioned. To bring the account to the 
customer’s attention is the only re(juirem(*nt for prompt action. 
(Jarv should b(^ taken therefore that tin* communication does not 
impute bad faith or any lack of ability to [)ay. The customer 
is so easily affronted that his good will is readily lost. 

The second class is composed of those who are regarded as 
“good but slow.” They m.ay be careless about payments, or they 
may be willing but unable to pay because they are attempting 
too large a volume of business for their capital. Whatever the 
cause, they are delinquent but have no dishonest intentions. 
Sellers, in general, cannot refuse to deal with this class, and yet 
there is the necessity of obtaining payment as promptly as pos¬ 
sible. These are less sensitive than those of the first class. In 
fact, they may have become somewhat hardened to the collec¬ 
tion appeal. A more vigorous and insistent method, conse- 
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quently, will have to be adopted in order to effect prompt col¬ 
lections with customers of this class. 

Tlie third group is composed of the undesirable risk. This 
class might be further subdivided into the dishonest and the un¬ 
fortunate, because it is composed of those who could pay if 
they would, and those who would pay if they could. Creditors, 
it is clear, sell this class only by mistake. Either the customer 
is thought to belong among the good but slow when the credit 
is accepted, or some misfortune may have thrust the customer 
into this classification during the existence of the credit. In 
dealing with this class, it is desirable to discover as early as 
possible in the x>i‘ocedurc whether the risk is really undesirable 
or uncertain, and then to determine whether the undesirability 
is caused by an unwillingness or an inability to pay. If the for¬ 
mer, the creditor will proceed by the shortest method in his at¬ 
tempt to force i)ayment. On the other hand, if convinced of the 
customer’s inability to pay the collector will resort promptly to 
such remedial or protective measures as are best suited to the 
situation. 

The Marketing Plan and the Collection Policy. —The collec¬ 
tion i)roblcm should be analyzed and the collection policy deter¬ 
mined in accordance with the marketing plan of the house. The 
class of customers sold will affect collection procedure and the 
collection record. Some houses, because of their size and pres¬ 
tige, are able to attract the best risks, while other houses will 
have to find their market among customers of second grade, and 
still a third class will sell risks greater than the second would 
care to accept. While collections in house number two will be 
less x^rompt than in liouse number one, house number two will 
have to work a little harder even though the result is inferior. 
House number three likewise will work harder for results where 
risks are inferior to those obtained by house number two. Fur¬ 
thermore, the collection policy will be influenced considerably by 
competition. One house cannot adopt an unduly strict policy 
of prompt collections, unless it has something of a monopolistic 
field, especially if its competitors are lax in enforcing terms. It 
will be found difficult for one house to overcome what may be a 
customary condition in the industry. If, for examx^le, terms of 
sale call for payment in 30 days and customers in that industry 
are in the habit of taking 45 or 60 days, one house can hardly 
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enforce its terms without saerifieiiig some business. As a matter 
of fact, the real terms in an industry are not. those used in quo¬ 
tations to the trade, but rather those tei’ins used in payments 
by the trade. The terms under which a house sells are to be 
determined not by its quoted terms but rather by its collection 
turnover.* 

Much less trouble would be exi)erienced in collections if the 
seller would adjust his terms to his customer’s ability to i)ay. 
The present general policy is for a house to adopt fixed terms 
and then to proceed to accept orders from those who (‘anno! 
meet those terms as well as from those who can. The credit 
man knows full well, if lu^ gives the matter any serious thought, 
that certain customers cannot pay when bills are due, yet most 
credit men proceed to dun such custonurs and usually with con¬ 
siderably delayed and unsatisfactory ri‘sults. If the analysis 
of financial condition and ledger experii‘nces both indicatii that 
the buyer reciuires GO-day t(?rms, creditors cannot expect to 
enforce 30-day terms. Some, at h‘ast, will be disappointed and 
those who may efl’ect collections do so at the expense of other 
creditors. In such cases creditors are Tn(*r(*ly competing with 
each other for the insufficient amount of money which the 
debtor has. 

Necessity of a Systematic Collection System. —To follow up 
an account most effectively, the attention of the collector to it 
must be projierly timed. First of all he should know whim the 
account is due and whether or not it is paid at that time. At¬ 
tention should be directed to the account and action taken at 
stated intervals thereafter until the account has been disposed 
of. ^Multiply a single account by several hundreds or thousands 
and it will be seen at once that collections can be efficiently 
handled only when the work has been thoroughly systematized. 

2 The collection turnover may be obtained by dividing the average receiv¬ 
ables outstanding by the average daily sales, or, by dividing the annual sales 
by the average receivables to give the numl)er of ‘ ‘ turnovers ^ ^ per year. 
Each turnover represents the fractional part of a year that the receivables 
are outstanding. Thus with annual sales of $360,000 and average receivables 
.1_ 300,000 

of $40,000 there are qqq or nine turnovers or one-ninth of the year's 
business on the books at one time. One-ninth of 360 equals 40 days. Such a 
house is collecting on 40-day terms. 
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There Is involved a multiplicity of detail which can be taken 
care of only by systematic procedure. 

An effective collection system will embody prompt action 
and follow-up at regular inter\'^als, but with sufficient flexibility 
to meet different conditions as they arise. The aid derived from 
force of habit is lost to the creditor unless the debtor receives 
his statements and letters promptly and regularly. The system 
will require flexibility and will need intelligent direction since, 
obviously, there are many different reasons and degrees of de¬ 
linquency. The collection department needs to take particular 
care that the monotony of its procedure does not in some meas¬ 
ure destroy the collection efficiency. It should avoid sucli a rut. 

A good collection system will permit the assistants in the col¬ 
lection de])artment to do much of tlie routine work without con¬ 
sulting the collection manager. System in the collection depart¬ 
ment will include some method of following up accounts, send¬ 
ing collection notices, and typing letters covering the early 
stages of collection, llesults will thus be obtained more or less 
automatically, leaving the collection manager free to direct the 
action to be taken u[)on the more difficult cases. No system, it 
should be emphasized, exists independent of personality, and no 
system will run itself. A good system, kei:)t working, will go 
further than any other one thing to insure prompt collections. 
Add to the good system a good personnel and the result is maxi¬ 
mum collection efficiency. 

Follow-up Systems. —It is not possible to outline a system 
that will fit all businesses. Office procedure is not standardized 
to that extent. Each business will need to study its own require¬ 
ments and adapt a system to its needs. It is not always the 
most elaborate system which is the most efficient. A system that 
works, that meets the needs of the business at the lowest cost, 
should be the aim of every office. The nature and number of 
the accounts, the accounting system, the layout of the offices, 
the business done, arc all factors to be taken into consideration 
in devising a collection follow-up system. 

Having adopted a system for following up collections, there 
is the necessity of a sufficient and capable personnel to run it. 
Employing higher priced help may be an economy, or adding 
an assistant may be more profitable to the house than dropping 


one. 
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Whatever the system that may be adopted, it must insure 
attention to every overdue account. The oversight or failure to 
follow up a dangerous risk is unpardonable in the collection 
department. 

The Customers’ Ledger. —Every follow-up must originate 
with the account itself, hence the basis of any system is the ac¬ 
counts receivable or customer’s ledger. How best to discover 
those accounts which are daily becoming overdue is the first 
problem of the credit manager who has to lay out the system to 
accomplish the desired results. If the accounts are compara¬ 
tively few in number and the necessity for daily action upon 
them is not present it may be found that the simplest and most 
effective method is for tlie credit manager to inspect the ledger 
at regular intervals in order to learn the exact status of each 
account. As a result of this inspection whatever action is deemed 
advisable is taken upon the delinquent accounts, and notations 
made upon the margin of the account of the date and the action 
taken. The account then rests so far as collection procedure is 
concerned until the next regular inspection is made. Under this 
plan, action may be taken upon all delinquent accounts, and, at 
the same time, the credit manager keeps conversant with the 
paying habits of all the customers. This method has another 
distinct advantage in that because of its simplicity there is no 
duplication of work or records. 

Except in the smaller businesses, however, credit men gen¬ 
erally feel that the disadvantages outweigh the advantages. Too 
much of the credit manager’s time may be taken in looking 
through many good accounts for the purpose of discovering a 
few slow ones. There is, too, the tendency to shirk this part of 
the credit man’s work with the result that collection is con¬ 
ducted at irregular intervals and in a haphazard manner. Still 
another objection is that not all accounts need following up 
with the same regularity because of location at different dis¬ 
tances, and because of the greater leniency with which some 
accounts are to be treated. Moreover, some friction may de¬ 
velop between the collection and bookkeeping departments over 
the use of the ledgers. When the accounts are many in number 
only the most rigid adherence to the collection routine could 
prevent the confusion of the system. 

The Collection Tickler. —^Because of the necessity of reliev- 
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ing the collection department of some of the detail of the follow¬ 
up many houses charge the accounting department with the duty 
of informing the credit department of all accounts which are 
not paid at maturity. To accomplish this the ledger clerks look 
through their respective ledgers at regular intervals making 
statements of overdue accounts. For example, a certain 
house may require that statements be drawn off on the 
first, the tenth, and the twentieth of each month. Only those 
accounts are included which have matured since the last pre¬ 
vious statement date, since the credit department already had 
a record of all older bills. A card tickler is used to record the 
action taken upon these accounts, and to bring them up for at¬ 
tention at the desired intervals. 

The collection tickler is nothing more than a card file con¬ 
sisting of individual cards upon which are recorded the name 
and address of the delinquent together with other pertinent facts 
including the action taken upon the account. The file consists 
of 31 divisions, one for each day of the month. The cards bear¬ 
ing the customers^ records are filed under the respective date 
that it is desired to follow them up. Thus the cards filed under 
a given date pn\sent the work for the collection department for 
that date. When all have had attention the cards are moved 
forward to the various dates under which it may be desirable 
again to take action upon them. 

Remittances under this plan arc either credited to the indi¬ 
vidual cards, or, each morning before the collection ])rocedure 
is started the cards arc checked against the customers’ ledger 
accounts and payments noted. 

Under this ])lan nothing is left to chance. Provided no 
overdue accounts arc overlooked by the ledger clerks, and no 
cards are lost or misfiled all accounts turn up automatically on 
the collection desk at the desired time, and overdue accounts are 
handled systematically and at fixed intervals. 

Maturity Lists. —A variation of the method described above 
for bringing delinquent accounts to the credit department’s at¬ 
tention is known as the maturity list. ITnder this plan tlie ledger 
clerks at stated intervals list under their maturity dates the 
accounts which will mature between the present and the next 
listing date. Remittances as they are received are checked 
against the record and daily lists of delinquencies referred to 
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the credit department. While this plan entails more work than 
the modified ledger plan described in eonneelion wilh the card 
tickler, it provides a more prompt notification of all delinquen¬ 
cies to the credit department. Which of the two i)lans described 
the collection department will prefer will dei)end upon how 
promptly it is desired to start the collection routine after in- 
voices mature. 

The Duplicate Invoice System.— This method combines some 
of the features of the card tickler and the maturity list. It is 
like the former except the invoice is substituted for tlie card, 
and like tlie latter in that it provides a file record of all ac¬ 
counts becoming due from day to day. Where invoicing is done 
on billing machines it is ])ossible to make an extra carbon copy 
of invoices to be used as a collection copy with but little addi¬ 
tional work. These invoices are placed according to maturities 
in a vertical file, bill size, equipped with cardboard division cards 
or folders numbered from 1 to 31. There are two common 
methods of using such a file. Either the invoices are withdrawn 
as remittances are received, or each day, wliicli is a maturity 
date for a certain number of invoices, the invoices for that day 
are checked against the ledger accounts and those unpaid re¬ 
ferred to the credit department. Often a few days of grains are 
given before the collection campaign is started. The collection 
action may be recorded ui)on the invoices as in the case of the 
card tickler, or the invoice may form the base of the follow-up 
letter file which will be presently described. 

When customers are making fre(iu(mt purchases this plan 
reciuires the intelligent cooperation of the ledger department. It 
would be unwise, for instance, to take practically the same action 
on two or three consecutive days although different invoices 
might mature on those dates. The ledger clerk will inform the 
credit department of other maturing invoices by noting the 
amounts and maturity dates of such invoices upon the one in 
hand. Action might then be deferred, at the discretion of the 
collection manager until the other invoices had matured so that 
all could be grouped under one collection effort. 

A Collection Letter Follow-up. —A variation of the card 
tickler or the invoice tickler is provided by a number of plans 
for following up collection correspondence. A method which 
has been found practical in many offices may be described as 
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follows. The base of the file on any given name may be the 
invoice copy, the statement copy, or the carbon copy of the first 
collection letter. If form letters which require merely the fill¬ 
ing in of the name and the address of the customer are used, a 
carbon copy may be inserted, thus providing a tickler sheet. 
Whatever the base of the file the person directing the collection 
procedure indicates the next follow-up date by jotting down 
that date on the file copy. The correspondence to be filed is then 
segregated by the file clerk according to follow-up dates. A 
series of sheets are headed with the working days of the month 
and the names of the accounts with the follow-up dates corre¬ 
sponding with the heading of the sheet are listed upon these 
sheets. The correspondence is then filed alphabetically either 
in the general correspondence file or in a special collection file 
retained in tiie collection department. The sheet for each day 
of the month provides the collection department as the date ar¬ 
rives with a list of the accounts to be followed up on that day. 
The correspondence is drawn, the accounts investigated, the 
necessary action taken, new follow-up dates assigned, and the 
filing procedure repeated. 

This system is sometimes reversed by listing the names of 
the accounts alphabetically with the follow-up date following 
the name. The correspondence is then filed under the follow¬ 
up date in a file with numerical divisions of 1 to 31. The ad¬ 
vantage of this method lies in the fact all the correspondence 
to be acted ui)on is in one division, and has only to be lifted out 
when ready to work upon it. If necessary to refer to much of 
the correspondence prior to the follow-up date, it is a more 
cumbersome method than the former method because it is neces¬ 
sary to refer first to the control sheet to ascertain under which 
date a given name may be filed. This is a disadvantage. Again 
it may be said that the conditions within an office will dictate 
the system which should be adopted. 
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Text and Research Questions 

1. Why do some collection departments have a much more difficult task 
than others? 

2. Why is the credit manager most logically also the collection man¬ 
ager? 

3. What fourth objective of the collection department might be added 
to the three listed in the text? 

4. What arguments can be advanced to justify an easy or slow collec¬ 
tion policy? 

5. Why are debtors "slow pay”? 

6. What should be the attitude of the creditor toward the debtor will¬ 
fully delaying or attempting to avoid payment? 

7. How does the collection policy of competitors affect a concern’s 
collection problem? 

8. If it is recognized that a customer cannot and hence will not meet 
the creditor’s regular terms, what are the reasons for not granting him 
special terms conforming to his ability to pay? 

9. Why should the "mechanics” of collection work be fully developed? 

10. What factors should be considered in the selection of a follow-up 
system for collections? 

11. Why should collection routine be strictly followed? 

12. Devise a method for following up collection correspondence not de¬ 
scribed in the text. 

13. You are credit manager of a manufacturer of ladies’ silk hosiery. 
You have before you three delinquent accounts as outlined below. What 
kind of treatment would you give to each debtor? 

a. Q has a small store with several departments which he has con¬ 
ducted in the retail section of Buffalo for several years. Pay¬ 
ments have always been a little slow. About a year ago a large 
department store opened on the corner of G’s block. Since that 
time G’s payments have become still slower, and your salesman 
reports that G has been cutting prices in a vain attempt to meet 
his new competition. He owes your concern $400 which is 50 days 
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past due and which he has twice promised to remit on a definite 
date, promises that have not been kept. You fear that he is 
headed for bankruptcy. 

&. H runs a general merchandise store in a small New Hampshire 
village. His only help is that occasionally given him by his wife. 
Your salesman reports that he stands well in his community but 
that he seems to regard the payment of his bills as the least essen¬ 
tial of his duties. He does not answer letters. An interchange 
report indicates that he has no fixed plan of payment; creditors 
reporting payments say that they range from fairly prompt to 
very slow. 

c. K is the proprietor of a medium-size wearing-apparel store. He 
has prospered and enjoys a reputation for promptness among his 
creditors. He nsiially discounts your bills. He now owes $50 
which is about 15 days overdue. 



CHAPTKIl xxnr 


COLLECTION TOOLS 

The Invoice. —Collection procedure begins with the mailing 
of the invoice at the time goods are shipped to tlie customer. 
Tlie invoice informs tlie purchaser ot* the exact amount of tlie 
indebtedness and the day it becomes due. To a considerable 
l)ercentage of customers no other collection instrument is sent 
because of the large number of accounts which are habitually 
discounted or paid at maturity. The purchas(*r generally does 
not recognize tlu; invoice as a dun, nor does he realize that he 
is receiving a collection instrument. 

The Statement. —Usually, the next step in the collection 
effort consists of mailing a statement of account to the customer. 
The statement serv(‘s two purposes. In the first |)lace, it aids 
in keeping the records of the seller and the buyer reconciled, 
and in the second, it acts as a reminder to the ))uyer of pay¬ 
ment dates. 

Considerable variation in procedure exists among different 
houses in the practice of sending statements. One of three 
plans is usually followed. Under one plan statimients are sent 
to all customers once each month, usually on the first, whether 
or not there may be any items u]) 0 !i the account which are due. 
These statements serve as reminders of the maturity dates 
whether those dates are past or future. A different plan 
ado])ted by many concerns calls for statements to l)e mailed on 
the first of the month only to those accounts which are already 
delinquent. Under this i)lan, the statement serves primarily as 
a reminder of debts due for i)ayment. A third plan contem¬ 
plates mailing monthly statements only to those accounts which 
request that a monthly statement be regularly sent to them. 
Under this plan, statements are not regularly and systematically 
sent out except as requested but are rather used at the discre^ 
tion of the collection department in the collection effort. 

The statement is headed with the name of the creditor send- 
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ing it out, is addressed to the debtor, and below appears an 
itemized list of the charges and credits and their dates. As an 
inducement to act promptly, the terms of payment should be 
printed prominently on the statement, or, if goods are purchased 
under different terms, such special terms should be stated for 
each item. This is a strong reminder that the account must be 
paid according to its terms. 

If it is the practice to use the statement as a payment 
reminder it should be mailed on the first day of each month in 
order to secure the best results. There arc reasons for this pro¬ 
cedure which make it important. Not only is there much educa¬ 
tive value in the element of promptness in itself, but there is 
an added reason. Many houses have adopted a certain day each 
month when all bills, or as many as can be, are paid. The 
creditor who fails to have his statement among those considered 
for payment may have not only to wait for some time but, in 
addition, may have to put in further •collection effort. Since 
the task of making out statements usually devolves upon the 
accounting department, it is often looked upon by that depart¬ 
ment as outside work with the result that there may be the 
tendency to postpone statements until all the regular work is 
done. While it is, of course, impossible to render statements of 
accounts when the posting to the customers^ ledger is not up 
to date, the credit man must not allow the collection routine 
to fall into confusion through the failure of the accounting 
department to coordinate its work with that of the collection 
department. The importance of collections commands a rigid 
attention to detail. It is the duty of the credit manager to sell 
the management on this idea if necessary. 

In the use of statements it is quite a common practice to 
add a collection appeal by means of a rubber stamp. The collec¬ 
tion man addicted to the use of rubber stamx)s usually has at 
hand a variety such as '‘Past due,’' "Please favor,” "Please 
remit,” "Kindly send us your check,” etc., from which his 
dunning selection is made. Another plan is to have such 
reminders printed and gummed, attaching them to outgoing 
statements. Such stamps or stickers rarely give any offense, 
unless they are injudiciously used, since it is realized that they 
are stereotyped and imt^ersonal. For the same reason, they are 
frequently ineffective. They may, however, be of some little 
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benefit as they indicate the creditor’s dissatisfaction with the 
status of the account, and are, therefore, better than no appeal 
at ail. 

Some houses have adopted the practice of mailing a state¬ 
ment just a few days before the account becomes due. When 
this is done, the usual practice is to stamp the statement ‘‘This 
statement is for comparison only,” or “This account is not yet 
due,” or words to that effect. It is lioped tliat such an advanced 
reminder will result in i)ayment at the proper time. The reader, 
no doubt, can see that there might be objections to this i)i*actice. 
Comparatively few accounts fail to pay when due because the 
maturity date is overlooked. Those ac.counts which have insuf¬ 
ficient funds with which to pay are not aided by the statement. 
Finally, some customers will be irritated by receiving a state¬ 
ment, which, after all, can hardly be regarded as anything but 
a i)remature dun. 

The Collection Letter. —^Wlu^n the invoice and the statement 
hare failed to bring in the payment when due, the most widely 
used and therefore, it may be assumed, the most economical and 
satisfactory method of collecting is tfie letter. The very ease 
of sending a customer a hotter adds to the great number of col¬ 
lection letters, even when some other collection tool might bo 
more effectively used. Ijctters do form such an important ])art 
of the collector’s e(iuii)ment, however, that a more complete 
treatment of them is res(‘rved for a subsecpient chapter. 

The Note as a Collection Instrument. —The promissory note 
was formerly a credit instrument in good standing with ])oth 
buyer and seller. With many credit men it has now largely 
degenerated into a collection instrument, and as such it is 
regarded merely as a makeshift. Its use marks merely a step 
in collection procedure. In some cases the credit man strives 
to obtain a note, but in almost as many instances it is urged 
upon him by the debtor. The note has its advantages and dis¬ 
advantages. If the account is disputed by the debtor, the credit 
man will be glad to secure a note. While this is, in reality, a 
compromise, the creditor is willing to forego the immediate cash 
if he can thereby avoid litigation over the amount involved. 
This the note accomplishes. If a suit is necessary, judgment 
upon a note is almost certain. A compromise settlement is 
also accepted when the creditor foregoes his right to immediate 



494 CREDIT AND COLLECTION PRINCIPLES AND PRACTICE 


cash in return for the debtor’s formal promise to pay. The 
creditor feels that payment, though postponed, is much more 
certain when the debtor is confronted with his own promise to 
pay, and that no further effort need be expended by the creditor. 

Another advantage may exist in the fact that the note can 
be discounted, thus giving the creditor immediate use of the 
funds. When the note is discounted, it is felt that there is a 
psychological effect upon the debtor in having the bank as owner 
present the demand for payment. Thus the bank is brought 
into the transaction as a collection agent. The psychological 
effect, however, may not be sufficient to compel the debtor to 
meet his note when due. 

The collector recognizes certain disadvantages in accepting 
a note from his debtor. In the first place, the collector may 
have doubts as to whether the note will be paid when due. It 
is quite common for a debtor to offer a note in order to gain 
relief from the ])ressure of an aggressive collector. Having 
given the note and thus gained temporary relief, he j)rovides no 
funds to meet it at maturity. The creditor then is under the 
necessity of accepting a renewal or renewing his collection effort. 
When the creditor accei)ts a note, he has extended thi) period 
of credit by the duration of the note. No action can be taken 
against the debtor even though in the meantime a suit or other 
action should become highly desirable. 

Many credit men feel that the acceptance of notes estab¬ 
lishes a bad precedent. The debtor, having induced his creditor 
to accept a note in one instance, is quite inclined to expect that 
other purchases may be settled in the same way. If the passing 
of notes becomes the regular practice between debtor and cred¬ 
itor, it means that the customer is buying regularly upon much 
extended terms. 

The credit manager may regard it as advisable to refuse a 
note when one is offered by the debtor even though he may be 
willing to extend the time of payment. By refusing the note 
tactfully and at the same time not binding himself to an exten¬ 
sion he is left free to take any action necessary in an emergency. 
This indication of confidence furthermore makes an appeal to 
the debtor’s pride, which will have a tendency to spur his efforts 
to pay, and which will promote a feeling of good will toward 
the creditor. 
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Th© alert collector will coiisidor flic cornparativc possibilities 
of obtaining or the advisability ot* aeceptinj]^ a judjz^ineiit note, 
an instalment note, or a plain note or one with the indorsoTnent 
or guarantee of a responsible party. 

Collecting by Draft.— Many credit men find the draft to be, 
like the note, merely a collection instrument. As such the use 
of the draft differs greatly among different houses. Ti-obably 
the majority of credit men regard the draft as one of tlu' harsher 
collection tools and, therefore, delay its use until it is desin'd to 
make a final threat. The collection draft, which is almost in¬ 
variably a sight draft, is logically reserved as one of the final 
resorts of the creditor because it discloses the ri'lationsbi]) be¬ 
tween debtor and creditor to a third party, the bank. 

The strength of the draft as a collection instrument lies in 
the imputation that the ciLstomer’s credit is impugm'd, and it 
brings the bank into play as a collection agency. Drafts are 
less used now than formerly in collection ])roc(‘dure. This may 
be due in part to the fact that banks are less im'lined to handle 
drafts as a free service and in jiart to the ineffeetiven(‘ss of the 
draft as a collection instrument. When the drawing of drafts 
was an acceptcKl practice between buyer and seller, the di.shonor 
of a draft was something of a stigma upon the d(*btor’s (*redit. 
Under prc'sent business ])ractice, drafts arc^ ignoi-ed by many 
business men with but little, if any, misgiving as to its effect upon 
their credit. The majority of creditors who use the draft as a 
collection instrument draw on the debtor through his own bank 
though tlierc arc some creditors who utilize the s(»rvi(*(‘s of their 
banks in the belief that the draft will be given better attention 
by the collecting agency. 

Drafts that are not paid arc customarily returned by the 
bank with a brief notation giving the r(‘ason for the debtor’s 
failure to pay. Such notations read “pays no attention,” “has 
sent check,” “will send check,” “has written,” “amount dis- 
]>utcd,” etc. The^c notations often give the creditor an insight 
into the debtor’s intentions as to paying the debt, and eff(‘ctively 
indicate the next step that should be taken in the collection 
procedure. 

The Use of the Telephone. —It would hardly seem noeessary 
to suggest the use of the telephone in eolleetion work because 
the use of that instrument has become so common that it would 
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be most natural for the creditor to turn to it. Nevertheless, 
some credit men are so accustomed to make the collection appeal 
by letter that they are inclined to use such a medium even when 
the telephone is right at their elbow and their customer in the 
same town. The telephone, however, is rarely the first medium 
used even by those who think highly of it. Usually it follows 
the statement, and sometimes a letter. Whether it would bo 
advisable to dun a customer by telephone before sending him 
some other reminder will depend somewhat upon custom and 
usage in the trade, and the particular conditions surrounding 
the customer at the time. 

The telephone has certain distinct advantages as a collection 
instrument. It saves time. The collector gets his message to 
the debtor as soon as tlie connection can be established. It is 
more definite and certain than the letter because the message 
brings an answer. A letter can be ignored but the debtor can 
hardly refuse to promise a check or give his reasons for not 
doing so. It generally is less exj)ensivc than the letter. While 
it is true that most dictators can dictate more letters than they 
can make telephone calls in a given period, it sliould be realized 
that, when the additional time consumed in typing, signing, 
enclosing, and mailing the letters is included, the advantage is 
distinctly in favor of the telephone. The telephone permits a 
variation of the api)eal which is impossible in a letter. The 
conversation can be made to fit the debtor^s state of mind. Less 
care is necessary in what is said because it is not a matter of 
written record. Threats can more freely be made, if it is f('lt 
necessary to employ such an api)eal. It has been found difficult 
successfully to i)rosecutc one for statements made by telef)hone 
principally because of the difficulty in proving exactly w^hat was 
said, and who said it. The reader should not gather from the 
above remarks that the telephone should be made a harsh tool 
in collections. On the contrary, one of its distinct advantages is 
the fact that it can be insistently used without offending the 
debtor. The effective use of the telephone, however, requires 
superb tact. A blunt apj)roach is never effective. The collector 
can be insistent and i)ersistcnt while friendly and with a smile 
in his voice. It is only slightly less advantageous than a personal 
interview with the debtor. 
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The chief disadvantage of tlie telephone lies in the fact that 
although the debtor may be in a frame of mind to pay, it is 
impossible to (flose the matter then and thei*e. The creditor must 
rely upon the debtor’s sending tlie check as promised, something 
which he does not always do. A second disadvantage is tlu‘ 
difficulty occasionally experienced of getting into communication 
with your debtor. If he knows whence the call comes he may 
have the operator or clerk return the answer ‘‘JMr. Debtor is 
not in at present.” A message asking Mr. Debtor to call will 
bring no result. If it is thought that the debtor is using a ruse 
to gain time, the creditor can also use a ruse to thwart the 
debtor’s scheme. Let the credit man or some one in his depart¬ 
ment telephone giving his personal name. Of course if the debtor 
refuses to answer any phone calls, it is high time to pi*oceed 
with a stronger weapon than the telephone. 

The Telephone in Long-distance Collections.— The telephone 
is an agency too infrequently used in making collections from 
out-of-town customers. This does not mean that the colh'ction 
manager is unaware of tlie results that might be achieved by 
the use of the telephone, but, on the other hand, lie doi‘S not 
feel free to incur the expense without the aiiproval of some 
higher authority, or, if he has that authority, he seeks to avoid 
the criticism that he might receive for having incurred the 
exiiensc. The result perhajis is the continual use of letti*rs^nd 
a much longer extended debt. The long-distance telephone must 
be used with discretion. Its use is particularly sugg(‘sted wlum 
letters seem to be non-productive of results. Before the account 
is turned over to an attorney or collection agency, or even before 
good will has been jeopardized by a threat, the long-distance 
call often can be used to advantage. The creditor at hiast can 
learn where he stands with the debtor, and the personal contact 
may have a psychological influence on the debtor’s subseciuent 
behavior in bill paying. If collection is thus accomplished it is 
done with much less expense than if given to an attorney. 

The Telegram. —In the employment of the tehigraph for 
collection more caution is necessary than with the telephone 
or letter. This is because of the semi-private nature of the 
telegram. It may be open to the gaze of many person.s before 
it reaches the recipient who can protect its contents from further 
inspection. The danger lies in the fact that something may be 
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included in the telegram which may be construed as libelous. 
Therefore, the creditor should take care to avoid threats of 
bankruptcy, bad faith on the part of the d(‘btor, criminal prose¬ 
cution, etc. The creditor may refer to the account as overdue 
and say that it will be referred to an attorney, or even threaten 
a (civil) suit without fear of the consetiiiences. The telegra[)h 
companies have from time to time issued suggested wording for 
collection appeals which they regard as a])propriate. 

The telegram is regarded as one of the more effc'ctive mediums 
to use. Its power comes largely from the fact that the very 
use of it suggests the urgency of payment. It also has the 
advantage of getting the debtor’s attention. The same message 
sent by any other means might not be nearly as effective. It 
is most often used to f)rod the debtor into action after a strong 
letter has betm s(‘nt. Effectiveness is added by properly timing 
a tehigram, and it can be so worded that its message is not 
open to any passerby who may read. For example, ‘‘Desire im¬ 
mediate answer our letter twenty-fifth,” carries a message to 
the recipient which anyone else could only surmise. A much 
more drastic telegram is “Have you remitted? Wire. Other¬ 
wise attorney gets account tomorrow.” This is about as strong 
a telegram as can be sent, and it is of course sent only as a last 
resort. It bears a threat which the creditor will carry out if 
tlu^tc'legram is unlieeded, for nothing is to be gained by further 
delay after sending such a message. 

The Personal Collector. —The j)crs()nal collector has a place 
in collection proct'diire which is hardly fiWvd by any other 
medium. The i^ersonal contact with the debtor allows the give- 
and-take of conversation that is impossible with letters. It obvi¬ 
ates the difficulty of the telephone for the i)crsonal collector 
may bring away with him the check of his customer. While 
the y)ersonal call is often effective, it is usually an expensive 
method. Its effectiveness often depends upon the ])ersonality 
of the collector, while tlic costliness depends upon a combination 
of circumstances such as the territory to be covered, the size 
of the accounts, the difficulty of the collection, etc. 

Personal collectors should be segregated into three general 
classes for discussion because of the considerable distinction in 
their types and the use that each is generally put to. First, 
there is the credit manager or his assistant acting as a personal 
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collector. Under such circumstances it is assumed that he knows 
all the mctliods of approach, and recoj^nizes his res])()nsibility 
to collect, lie has all the advantaj^e which ])orsonal contjict 
gives. With this motive, this ability, and this opportunity to 
collect, it may be assumed that if tlic personal call is not ])rodnc- 
tive of r(\sults that collection can only be effected by for(*e. A 
second class of collector is the man who is employed for no other 
purpose. He is given a certain number of accounts, usually the 
most difificult, in a certain territory, and he proceeds to call 
upon them exacting promises or checks, gradually a|)])lying more 
i:)ressure for the purpose, until full collection is made or some 
other action taken with the account. Excc'|)t in instalment col¬ 
lections, the personal eolh'ctor is nnicli less used now than lie 
was a generation ago. The telephone has been found cheaper, 
and often more efficient because the credit manager in t(4ei)lion- 
ing, can control the conversation, the pressure applied, and the 
plan of campaign. To collect in |)erson is a soiru^what expensive^ 
method since the collector can cover only a. ccutain number of 
accounts. If his pay is small the results accomplished will also 
be small, while if lie has the ability to command a good salary 
or wage, his opiiortunity as a collector will hardly permit him 
to earn it. If he is fiaid upon a commission basis, or even if 
on a straight salary, he is inclined to work up a clicmtele for 
himself by intimating to the debtor that tlie collector will call 
monthly for remittances. There is another objection to the use 
of personal collectors. Customers res(‘nt his calls ])artly because 
he often lacks the tact to promote good w411 or solely Ix^cause 
he is a collector. 

The Salesman. —The third type of p(*rs(mal collector is tlu^ 
salesman. The extent to which he sliould he used, or wliether or 
not he should be used at all, are questions over which credit men 
have deeply pondered. The salesman, conccdedly, has not given 
entire satisfaction as a collector. The decision to use or not to 
use him as such is generally based upon the particular conditions 
which obtain within the business, or even within the salesman’s 
own territory. Some salesmen sell a class of customers who are 
never slow pay. Here there is no problem. Other salesmen sell 
accounts which are somewhat slow hut frequently in such cases 
the salesman meets only the buyer, who knows notliiug about 
the accounting and financial side of the business. Likewise, the 
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salesman would be a total stranger to the financial department 
of his customer. Too much of the salesman’s time might be 
consumed in getting an interview with the right j'crson, and 
then additional time is consumed by ch'rlcs in looking up in¬ 
voices and circumstances to see why payment had not been 
made or w'hen it w^ould be made. A letter from the collector 
might save valuable time for both houses and might be just as 
effective. In reality, a salesman has but a fcAv hours each day 
which he can devote to calling upon his trade, and he, there¬ 
fore, wants to devote those few hours to selling, which is 
likewise desired by his house. The salesman may, however, 
be used upon occasion as an adjuster*, lie is in an excellent 
position to act as such if (pialified by training and ability to 
do so. 

The credit man should not hesitale to ask the salosmairs 
aid wherever the give-and-take of conversation is needed to 
smooth out any misunderstanding. Th(*re are many cases where 
it is almost imperative that the salesman should act as collector. 
For example, many houses selling to llu' retail grocery trade 
])lace the responsibility of all collections directly u])()n the sales 
force. The salesman calls upon the customi'r once a w(M'k. The 
goods bought one week are paid for the m'xt. Tf payment is 
not made, credit is cut off. The ])lan works well because the 
buyer is educated to adhere strictly to it. As a matter of fact, 
wherever the salesman is sidling to a small business, or one-man 
organization, where tlie man who places the order is the same 
man who pays the check, the salesman can 1)(' made to share ef¬ 
fectively the res])onsibility of making the collections. 

There are some disadvantages to making the salesman serve 
as a collector. It is a distasteful duty to many salesmen and 
is indifferently performed. Unless the salesman can be made 
to give conscientious cooperation to the collection de])artment 
he may do more harm than good. Sometimes tin' salesman feels 
that his chances of selling a customer are lessened if he also 
plays the role of collector. lie feels that he will be less welcome 
and his customer will constantly have in the back of his mind 
the debt which he owes. He will be very conservative in buying 
more goods under those conditions. AVhenever both salesman 
and office are working upon an account, it is very essential that 



COLLECTION TOOLS 


501 


(^'acli keeps the other in formed. The salesiUiin should receive 
carbon copies of all letters sent, and he should re])ort promptly 
to tlie house the result of each interview. 

The claim is sometimes made that the habit of payinj? wlum 
the salesman calls slows up collections. The customer, instead 
of remittinj,^ when the bill is due, knows that the salesman ft)l- 
lows up payments and therefore he withholds his cheek until 
the salesman makes his next call. This is somethinj? hard to 
avoid entirely. Even thoufifh the salesman may nr^je the cus¬ 
tomer to mail his check and not to hold it, sucli a habit with 
some customers is difficult to break. 

Some houses employing: a larp:e numlu'r of sah‘smen, amonj^ 
whom the turnover is considerable, do not authorize their sah‘s- 
men either to solicit or to acce])t remittances. Evi*ry cri‘dit 
manager should consider carefully the placing of this respon¬ 
sibility upon a salesman. For ])rote(*lion some' liouses bond all 
their salesmen who may collect. To aid the' sah‘sman in collec¬ 
tion work, he should be given a letter, bearing the c'orporation 
seal, authorizing him to accept i)aynu‘nt in behalf of his 
house. 

The Collection Agency. —After 1h(‘ collection manager has 
exhaustc^d his own (Efforts to collect, but befc)rc‘ he* has abandoned 
the account jus uimolh'ctible, he will probably rc‘fer it 1o a col- 
lc*(;tion agency or attornc'y. Thc*se two mediums follow approxi¬ 
mately the same ])r()(*edure. The diffc*rc*nce lic‘S in name ra1hc*r 
than in function or method. 

The collection agency has no nutans of c*ollc*c*tic)n which are 
not available to the credit man, nor has it disc*overecl any sc*crc*t 
methods of greater (*ffc*ctivc*nc*ss. N(*vc*rthelc‘ss, the c'olleclion 
agency is often successful aft(*r the creditor has railc‘cl. The* 
advantage is largely i)sychological. DedMors know that crc‘dit 
men themselvi's rarely force collections. As long as the account 
remains undc*r the creditor\s control, th(*refore, the* dc*btor has 
nothing to fear. The situation is immediately chang(*d, howc*ver, 
when control 7)asses into the hands of a third party. It is known 
that the collection agency has but one interest in the account, 
and that is, to get the money and thus earn the commission. As 
a general thing, the referring of an account to a collection agency 
or attorney is the creditor^s ultimatum. All friendly relations 
are terminat(*d. It is the relentlessness of the agency whicli 
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brings results. Sometimes even the threat of placing the ac¬ 
count with an agency is effective. The average debtor knows 
the stigma attaching to his credit when his record shows ‘^Col¬ 
lected by attorney”; hence he will make an extreme effort to 
keep his record clear. A powerful influence may thus be 
exerted by large collection agencies which report to their clientele 
all delinquencies coming under their survey. 

The creditor should select the agency to be used with con¬ 
siderable care. Not all may Ix^ found to be morally and finan¬ 
cially responsible. Many credit men do not stoj) to think that 
they are virtually extending credit to an agency when an 
account is turned over to it for collection.^ The laws relating 
to agency practice do not afford ^'ntire protection to creditors. 
The agency often recc'ives a free hand, and the creditor, doubting 
somewhat that the account can be collected, fails to check up 
all accounts carefully. The agency temporarily hard pressed 
for funds and having such an excellent opportunity, is temiited 
to use the creditors’ Tnon(‘y. For his own pi^otection, the creditor 
should mak<^ the same careful investigation which he would 
make of a customer, in addition to consid(U*ing the efficiency of 
its collection methods. It would b(‘ well, too, to be sure that the 
[irivate funds of the agency and moneys collected be carried in 
separate bank accounts. It would also bt* advisabh^ to insist 
that the agency be covert'd with a good-si/.e bond for the pro¬ 
tection of its patrons. 

The reader should not gather the impression that all agencies 
should be regarded with suspicion. There are reliable agencies 
in every section. Some of the larger mercantile agencies also 
conduct collection bureaus, and collection agencies have been 
formed by trade associations to serve their own members. Credit- 
insurance companies also render collection seiwice. There is 
merely a qiu'stion of selection involved with which the credit 
manager sliould be familiar. 

1 The courts do uot seem to he in agreement as to whether the relation¬ 
ship between creditor and collection agency becomes that of creditor and 
debtor as soon as the agency has collected any money, or whether the 
relationship remains that of principal and agent. The distinction is of 
importance, if action against the agency is contemplated for any breach of 
relationship on the part of the agency. 
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The Local Attorney. —Tho looal attornoy, while ho acts as 
a collection a«:ent, is sufficiently different from the collection 
agency operating solely as siicJi, that he merits brief mention. 
Often he forms a part of the collection agency’s machinery for 
collection. The usual procedure is for the agency to make an 
attempt to collect by mailing letters and threats f?*om its home 
office. If these arc unavailing, the account is forwarded to a 
local attorney who continues the ])ressure by letter, by telephone, 
or in person. He has an influence not ])ossessed eitluu* by creditor 
or collection agency because of his ])roximity to the debtor and 
because he is in a position to start suit at any time. Thus tin* 
debtor senses more keenly the harm which may be done to his 
credit re])utation. The debtor realizes that his position is be¬ 
coming more serious and a ‘^show-down” nearer. Wh(‘n the 
account is forward(Hl to the attormy by a (*ollection ag(‘ncy, 
often referred to as the forwarding attorney, the creditor has 
no direct contact with the local attorney. The local attorney, 
on the other hand, may be used to colh'ct under the dir(‘ct super¬ 
vision of the creditor. This is usually done through the use of 
law lists, a number of which are ])ublished and are available to 
credit departments. 

Credit men claim advantages in both methods, lly giving 
all claims to an attorney or collection age'ncy tin* creditor is 
dealing with only one' party and can hold that ])arty responsible. 
The forwarding attorney, because of tin* la»’ge numlxT of claims 
which he handles, can select the most efficient re presen tat iv(*s 
and through the amount of business which Ik* may give* 1h(*m 
has a better control over the collecting attorn(*y than tln^ cr(*ditoF* 
could have. One of the complaints frecpiently h(*ard from cr(*dit 
men is that it is sometimes extr(*m(*ly difficult to gc^t any n*port 
from some local attorneys, and the stat(*ment. is made, probably 
.somewhat (*xagg(*ratcd, that it is about as difficult to get tin* 
money from them as from the dc'btor hims(‘lf. On th(^ other 
hand, many credit men prefer to deal direct with the local 
attorney because they havc^ direct sur)(*rvision and r(*si)onsibility 
for his actions. Th(*n, too, it is felt that the attorney will work 
harder for collection becau.se he n*c(*ives the full fee. When a 
claim is received from a forwarding altorn(*y the f(*(; is split, 
one-third going to the forwarder and two-thirds to the local 
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—Collection draft of the United States Fidelity and Guaranty Coi 
Note the drawer's instructions to the bank and to the attorney. 
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Fig. 62. 
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If not paid, we have instructed the Bank to deliver this Draft to an Attorney named by us for prompt action. Copy of our 
instructions to the Attorney is hereto attached. 













COLLECTION TOOLS 


509 





Fig. 63.—Drawer's instructions to collection attorney. 














510 CREDIT AND COLLECTION PRINCIPLES AND PRACTICE 


attorney who does the work.^ The Commercial Law League has 
adopted uniform rates for the handling of commercial claims 
and collections, as follows: 

15 per cent on first $500. 

10 per cent on the excess of $500. 

Minimum commissions of $7.50. 

In no case are fees and commissions greater than 50 per cent 
of the sum collected. These fees are not obligatory. They may 
be more or less by arrangement. Members of the bar of certain 
cities have adopted their own collection rates which, in most 
instances, arc higher than those given above. 
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Text and Research Questions 

1. Why should monthly statemonta, if used at all, be mailed promptly 
at the first of the month V 

2. Give two objections to mailing statements a few days before an 
account becomes due. 

3. List the arguments against the acceptance of notes on overdue 
accounts. 

2 In New York attorneys may not split fees except with other attorneys. 
A colle<;tion agency may, however, employ an attorney when authorized to do 
so by a client. 



COLLECTION TOOLS 


511 


4. Through what bank do you believe a draft should be presented to a 
debtor, and why? 

5. List the advantages and the disadvantages of the telephone as a 
eollection aid. 

(5. What is to be avoided in the use of the telegram in eolleetioii work? 

7. What are the disadvantages in the use of the ix^rsonal eolleetor? 

8. When should and when should not the salesman be used as a col¬ 
lector? 

9. Why is the collection agency more effective than the creditor himself 
in collection of accounts? 

10. What points slioiild be considered in the selection of a collection 
agency or attorney? 

11. What would be the advantage of registering a collection letter? 



CHAPTER XXIV 


COLLECTION LETTERS 

Why the Collection Letter is Used. —The art of collecting 
money by mail has been developed largely as a result of the 
widening of business activity. Business has long since ceased 
to be local. Transi)ortation and communication have permitted 
the manufacturer and merchant to reacli farther and farther 
for patronage, and advertising—both of goods and credit—has 
brought distant buyer and seller into a business relationshi|>. 
The collection letter is commonly used where it is necessary 
to round out or complete each business transaction. It is used 
because the letter and the mail are among the most logical, tlie 
most convenient, and the most economical mediums for convey¬ 
ing a message from seller to buyer. Moreover, the letter was 
the first of the several modern means of communication which 
could be used. The letter thus became a custom or habit which 
is still firmly intrenched despite the more logical use (in some 
instances) of the telegram or telephone. 

There is another reason for the usefulness of the collection 
letter. The letter itself is not offensive. Debtors whose accounts 
are due are accustomed to receive, or at least educated to expect 
to receive, collection letters. Of course the collection letter 
badly written may be very offensive, but it is the message and 
not the fact that a letter is written at which the recipient takes 
umbrage. The letter may thus be the most desirable medium to 
use with nearby customers in certain instances, as well as with 
the more distant ones. Moreover, the letter is a medium which 
nuts the collector in touch with customers all over the Avorld. 
The collection letter is, without doubt, the most used tool in 
collection work, and it must therefore be assumed that it is on 
the whole the most economical and satisfactory method of col¬ 
lecting accounts. 

The Fate of the Collection Letter. —Every writer of collec¬ 
tion letters wants his letters carefully read and their messages 
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carefully considered. The good collector will do what he can 
to insure such a consideration for his letters by striving to put 
enough character into the letter so that it will command atten¬ 
tion. Not every collection correspondent expects this at all 
times to be accomplished. Those who have had some experience 
in collection work know that many a collection letter is doomed 
to a different fate. The letter may be hastily read and thrown 
aside for later attention which it never receives. Instead, it is 
forgotten and time slips by until another collection appeal is 
received which in turn may receive the same or a worse fate. 
Or, in a larger organization the letter may be routed to an 
employee in the accounting or accounts payable de]>ai'tments, 
who for one reason or another side-tracks the letter until more 
urgent appeals compel attention. This is a rather common 
result when the account may be in dis])ute, or in a confused 
state through lost goods, missing invoices, claims, im])ropcr 
deductions, etc. The partial remedy for this condition is for 
the seller to insist upon the prompt adjustment of any differ¬ 
ences. It is advisable to follow up any such differences persist¬ 
ently. The longer they are ])ermitted to run the more difficult 
the adjustment and the greater the confusion of the records. 

More serious is the case where the collection letter is not even 
read. The debtor rec^eives the letter, notes whence it came, cor¬ 
rectly infers that it is a collection letter, throws it upon his 
desk unopened perhaps intending to give it attention whem he 
has greater leisure; or, worse still, it is thrown unopened into 
the waste basket. Such an action is, of course, an affront to 
the creditor but he is ignorant of the action. However, the 
effect of the letter may not be entirely lost even though it is 
not read. The debtor knows that he is b(»ing dunned, and his 
mind moves, perhaps subconsciously, a little nearer toward 
payment. 

Collection managers long ago tried a ‘‘stunt” which adver¬ 
tisers have since copied, to insure that their messages should 
be read. This consists in forwarding the letter in a plain 
envelope. It is thought that the recipient cannot anticipate 
its contents and that his curiosity will y)rompt him to examine 
the letter for its message. The method is sometimes effective 
where the failure to collect has been due to the failure to get 
the message across. 



514 CREDIT AND COLLECTION PRINCIPLES AND PRACTICE 


The Writer’s Mental Attitude. —The failure of debtors to 
respond in so many instances to the collection correspondent’s 
letters tends to discourage and irritate him. Loss of temper 
or failure completely to master his emotions will creep into his 
letters and affect their quality. Of all the virtues patience is 
one of the most important for the collection writer. Impatience 
results in a tendency to become unduly harsh or sarcastic, or 
even a “whincy” attitude may be reflected in the letters written. 
Firmness and confidence—the one begets the other—are two 
qualities which the successful collection manager will i)ossess. 
He is constantly applying pressure in different degrees to all 
delinquent accounts, and he knows that the pressure will be 
effective. Ijike the wrestler, sure of his mastery over an oppo¬ 
nent, if one hold docs not produce a fall, he calmly goes about 
getting another, constantly boring in, and relentlessly applying 
pressure until victory is his. With the collector, it is the men¬ 
tal instead of the i)hysical resistance which must be broken 
down. It cannot be done if the collector ‘‘loses his head” 
or permits himself to get off an even keel. His brain and not 
his emotion must dominate his actions. Sarcasm, reflected 
anger, or irritation rarely produce results other than to generate 
a feeling of hurt in the debtor not at all conducive to the 
promotion of good will. 

The Legal Side of Collection Letters. —The collector is 
sometimes tempted, when good will is no longer a factor to be 
considered, to resort to threat. This he may do provided he 
takes care to so frame the threat that it cannot be construed as 
extortion or blackmail or as attempted extortion or attempted 
blackmail. Civil suit may be safely threatened but care should 
be taken never to threaten to invoke a law which calls for a 
criminal prosecution. Every business man should be aware of 
the distinction between a civil and a criminal action. Further¬ 
more, criminal statutes differ in different states so that what 
may be construed as extortion or attempted extortion in one 
state will not be so construed in another state. 

A second word of warning to the collection manager involves 
what may appear on the envelope. Anything appearing on the 
envelope which reflects injuriously upon the character or con¬ 
duct of another has been declared non-mailable matter. Not 
only is such matter non-mailable, but such a publication may 



COLLECTION LETTERS 


515 


constitute a libel in which an action will lie. Anything which 
indicates that the addressee is being dunned for an account 
that is past due should not appear ui)on tlie outside of any 
mailable matter. This obviousl}^ excludes the use of post cards 
in all collection work. Even open-faced or window envelopes 
must not disclose, by any word which may accidentally show, 
that the statement or letter constitutes a dun. The reader will 
not, of course, gather from the above that every recipient of 
collection letters scans the letter closely to sec if any law has 
been violated. Such laws are commonly violated through igno¬ 
rance of them, or carelessness, without any harmful conse- 
(luences to the writers of such letters, but a business house 
wishes to take no chances. One action brought against a trans¬ 
gressor may be very costly. 

Why Letters “Pull.” —collection letter “pulls,” or 
induces the debtor to pay because it strikes in him a responsive 
chord. A certain collection letter used repeatedly is said to 
“pull” because it strikes the responsive chord or chords ])resent 
in the largest number of people. Likewise, a collection letter 
fails of its purpose because it fails to make the right appeal in 
the right way. Among the “dead bemts” there may be no appeal 
which could stir them to action, while those who arc down and 
out through misfortune may suffer considerable anguish at not 
being able to i)ay. 

The good collector studies collection psychology, that is, the 
science of mental operations—the study of the way the mind of 
the average person works. The good collector has learned the 
power of habit, the necessity of securing and holding attention, 
and the value of the appeal to instincts and emotions to which 
nearly all men almost automatically respond, and the value of 
suggestion which sets a man’s mind into operation. Certain 
ideas are established in the minds of debtors by every year, 
month, and day of their business experience. It is these ideas 
which are used in collection work. The collection correspondent 
attempts to develop them or to combat them as the idesis them¬ 
selves may be pressing for or against payment. Thus an appeal 
may be directed at a man’s sense of fairness or to his self inter¬ 
ests, or to his shame or fear. 

Many a collection is lost or delayed because the collector 
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fails to use the right appeal at the right time. If there could 
be the happy combination of the most effective appeal, made at 
the time it would be most effective, which we may call timeli¬ 
ness, and made in the proper ‘‘tone,’’ the efficiency of collec¬ 
tion departments would be greatly increased. This is a com¬ 
bination hard to hit upon, and the correspondent cannot expect 
often to strike it. He should, however, strive for it and he will 
consequently study his problem, which includes the debtor’s 
mental attitude, his financial position, the past relations or ex¬ 
perience of creditor and debtor, and the effect of outside or 
business conditions upon him. These will pass rapidly in re¬ 
view in the mental processes of the experienced collector who 
has the record of the debtor before him when he makes his 
appeal. 

Value of Repetition. —While the correspondent may fail 
either to use the most effective argument or may fail to present 
it in the most effective manner, or may present it at a time when 
it is least effective, his effort will not be entirely lost. Though 
the debtor may not act he is influenced or impressed. Each 
repeated suggestion of payment has a tendency to induce agree¬ 
ment that payment is due and must be made. That idea once 
developed in the mind of the debtor should not be allowed to 
fade out. If it is, it will be necessary to implant it again at a 
consequent loss of time. Constant suggestion has a tendency to 
make the debtor doubt the validity of his objection and then to 
have some apprehension of trouble. Constant suggestion that 
he owes a bill is depended upon to bring the debtor to a con¬ 
viction that it must be paid. 

While this constant repetition of a thought makes use of 
the power of suggestion which tends to culminate in conviction 
and then action, the process may be too slow to satisfy the cred¬ 
itor. The collector may never lose confidence that the bill will 
eventually be paid, but he wants the collection effected in the 
shortest possible time. His reliance therefore is not solely upon 
the effect that repetition of an idea may give. Instead, he 
strives to bring the debtor to a conviction that the bill must b*^ 
paid, and to secure action by the debtor by the shortest possible 
route consistent, of course, with the retention of good will. But 
the collection correspondent will not fail to make use of this 
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constant repetition. Its aid to the various appeals that may be 
made will be invoked until the combination of them accom¬ 
plishes the desired result. 

Timing the Appeal. —Many an order is taken, a donation 
obtained, or a bill collected because the i)ersoii who accomplished 
it feels that he “struck him at the right time.’' That a person 
is more responsive to an idea at certain times than at others is 
without doubt true. Timeliness of the appeal may involve such 
factors as the debtor’s mental attitude, or let us say his mood, 
his leisure to consider the appeal when it is received, or whetlier 
he may at the time be in funds with which to pay. Tlie writer 
of a collection letter cannot know just what mood his d(‘b1or 
will be in when the a])peal reaches him, nor can he know how 
engrossed he may be with other features of his business. 

Actually the collection correspondent gives these no thought, in 
l)i‘actice. lie is content to receive the benefit of any such “lucky 
break.” He may, however, give some attention to timing his 
ap])eal 1o the period wlien his debtor is most likedy to be in 
funds. His collection effort should be most vigorous at that 
time. (Iredit men who s(*ll to summer-resort trade know w(‘ll 
this necessity. A collection not made l)y I he (‘iid of the season 
may go over until another season, or, indei'd, it may not b(‘ 
collected at all. Likewise, the credit man will be most urg(‘nf 
in the collection ])rocedure at the close of the season of any busi 
ness which is of a seasonal nature to any extent. 0])vionsly, tin' 
time to collect is when the customer has the funds. No colhn*- 
tion letter, however excellent it may be, can bring in tlu* moiuy 
when the debtor may not be in funds. It may, perhaps, induces 
him to get it by borrowing, or by collecting his own accounts. Or 
the creditor may be successful at the expense of some other cred¬ 
itor whose efforts are less effective. The collection effort w^ill not 
of course be confined to any one j)eriod of the year. It will, 
however, be stressed when, in the opinion of the collector, suc¬ 
cess seems most certain. If the effort is not crowned with suc¬ 
cess at that time the collector may doubt that his efforts will 
ever be successful. 

Just as there may be a most opportune time to make the 
collection appeal, so may there be an inopportune time to dun 
the customer. A strong collection letter received, for example, 
during the serious illness of the debtor or any member of his 
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family, may be resented. The debtor feels that the creditor, 
even though he might be unaware of trouble, is unjust in adding 
to the debtor ^s troubles by pressing for payment while this new 
trouble is distracting his mind. The credit man, in some in¬ 
stances, may really accomplish more in the way of both sales pro¬ 
motion and collections by writing the customer a friendly and 
sympathetic*, letter which will relieve the debtor’s mind of any 
worry he may have had because of the unpaid account. 

Dear ATr. Debtor: 

I have just learned from Mr. Young, our representative, of your 
serious illness, and I am, indeed, pleased to know that you are on 
your way to rceoveiy. It occurs to me that you may be concerned 
about your account with us. We do not want you to give it a 
thought until you have completely recovered and are back at your 
accustomed place in your business. We have asked Mr. Young to 
learn if we can be of any assistance to your organization during 
your absence. If we can, it will be a pleasure to render it. 

Yours very truiy, 

Stages in Collection Procedure. —As has been said, collec¬ 
tion procedure begins with the mailing of the invoice. No fur- 
tlier moves toward payment can be made by the collector until 
the invoice is actually due. It is customary then to act on the 
apparent assumption that payment has been merely overlooked 
and a mild ri'minder in the form of a statement or a courteous 
and brief letter may he written. If the oversight on the part of 
the debtor is not promptly repaired the collector must assume 
that there is some reason for the failure of the debtor to pay. 
The collector attempts to overcome the debtor’s resistance by 
discussion and persuasion. This is made easier if the collector 
can learn why T)ayment is being withheld. Consequently, he 
strives for an explanation as well as for the payment itself. It 
is during this stage of discussion and persuasion that the col¬ 
lector puts the most thought and effort in his collection corre¬ 
spondence. His letters become more and more insistent. Some 
collection managers feel that a weak or mild letter following a 
strong letter will undo much of the effect of the previous cor¬ 
respondence, while, too, the debtor is inclined to resent a harsh 
letter following close upon a mild appeal. 

If the collection manager cannot persuade he has but one 
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alternative and that is to attempt to eoei-ee. The first step in 
coercion may be to [)oint out to the debtor tln^ seriousness of his 
deliiKjuency and tJie unpleasantness to the debtor which is sure 
to ensue Irom his neglect. At some point in tlie coercion stage, 
the collector abandons the good-will theme and pursues what he 
regards as the (juickest and most economical means to collect, 
ir the threats of the collector are unproductive of results, and 
as a matter of fact the credit man can only threaten, the collec¬ 
tion may be abandoned or the threats may be carrii'd out. These 
threats include such measures as turning the account over to a 
collection agency, or collection attorney, or that a suit will be 
instituted against the d(*btor in order to enforce payment. These 
measures will be discussed in subsequent sections. 

The reader should not assume that these stages of notifica¬ 
tion, reminder, persuasion, and coercion should invariably bo 
followed. To do so may be to xday the debtor’s game. His 
purpose is to delay payment as long as possible, and he knows 
tliat he can avoid payment until he is threatened with force.. 
With such a customer, the collection manager will employ dif¬ 
ferent tactics. Satisfied of the debtor’s intention, collection w'ill 
be forced by the quickest process. Each individual case will, in 
fact, be handled on its own merits. Eacli will be studied, and 
it will be found that many different problems will be confronted 
and will have to be overcome. 

Letter Suggestions. —It is an accepted fact that much of 
the collection correspondence which business houses s(md and 
receive could be subjected to severe criticism. Letters are not 
only far from perfect; they are too far from x)erfection. A few 
suggestions may serve as an aid to the young collection corre¬ 
spondent and a means of comparison to the more mature collec¬ 
tion letter writer. 

The first suggestion to be made is to treat your debtor as a 
man of intelligence. He is intelligent and he is human. Try 
to avoid the reflection of inanity in letters. The debtor is not 
only intelligent and human; he has a sense of honor as well. Let 
the tone of your correspondence be dignified and intelligent. 
Stress your contractual right and the debtor’s obligation. Be 
insistent in your corres])ondence. Be neither superior nor pat¬ 
ronizing in your attitude. 

Collection letters should be forceful and to command atten¬ 
tion they should he short. It is well to have only one thought or 
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idea expressed and developed in the letter unless it may be in 
answer to a complaint, or in the latter stages of persuasion, 
when several reasons may be i)resented and the letter made 
somewhat longer. Not only should colhHftioii letters be short as 
a general thing, but force is attained by the use of short sen¬ 
tences. Avoid long and cumbersome v/ords. Use simple lan¬ 
guage and choose words of one or two syllables. Force is 
attained by this studied brevity. Ungrammatical construction 
detracts from the force of the message. The most important 
]>osition in the letter is the first sentence. The debtor is im¬ 
pressed or he is not by the first sentence of the letter. What 
you say in the first sentence and how you say it are of prime 
importance. 

What to Avoid in a Letter. —To write a superior letter is 
an art which everyone may not attain to a high degree, but the 
average individual can learn to write a satisfactory collection 
letter. The writer must remember that ‘‘a collection lettcu* is 
an ambassador on a difficult and delicate mission.’^ It is neces¬ 
sary that the collection letter should be studied and analyzed so 
that it may overcome the difficulty and yet not fail in the deli¬ 
cacy of its mission, which is to retain the good will of the i*e- 
cipient. Offense to the customer may be largely avoided with¬ 
out the loss of effectiveness. 

One of the most difficult things to accomplish is for the letter 
writer to convey his exact message to a letter. The letter is a 
means of conveying thought and often it is an imperfect agent. 
The tone which the writer wishes to put into the letter is not 
the tone received by the reader of the letter. Someone has truly 
said that only two masters of a language can exactly transfer 
thought by words. Without mastery the one chooses the wrong 
word or the other incorrectly interprets it. If this is true in 
conversation, it is doubly true of the written word where toiu', 
expression, and iiifleclioii are absent. Hence, the average writer 
unless he exercises care, is often harsh and sharp in his letters 
where he intends to be mild and courteous. The debtor takes a 
defensive attitude and consequently will seize upon the slightest 
cause to defend himself or confuse the issue and throw the col¬ 
lection manager on the defensive. The possible effect of the 
letter should be carefully studied. If in doubt of its effect upon 
the customer's good will, do not send it. 

There are some words and phrases best avoided. A debtor 
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is inclined to resent a ''must” attitude upon the part of the 
creditor. Likewise, avoid the use of “insist,’’ 'Menuind,'' “re¬ 
quire,’’ “compelled to,” etc. Avoid also stereotyped phrases. 
This can be larj^ely accomplished by beinj? natural. Write your 
letter as you would talk to the debtor. Strive to avoid monot¬ 
ony of ideas in collection correspondence. Sometimes a new 
thoujrht or new mode of approach will occur to a writer or he 
will write a letter which he considers especially f?ood. A copy 
file of such letters should be kept and read over occasionally 
and criticised. Such a file will assist the collection correspond¬ 
ent in keeping variety in collection letters. 

By all means, avoid all trace of sarcasm in collection corre¬ 
spondence. It is productive only of resentment. Ijikewise most 
writers make a sorry mess of an attempt to be funny. The re¬ 
cipient cannot sec any humor in a collection letter. It is not 
intended to convey the impression that humor is never effective 
but rather that it is most difficult to employ it. The corre¬ 
spondent unless sure of his ability will wisely not attempt it. 

The letters arc most effective in which neither the “we” nor 
“you” attitude is overdone. A correspondent is inclined too 
much to the “we” attitude, but he must be careful in attempt¬ 
ing to correct this fault that he does not in turn overdo the 
“you” attitude. While “we” “us” and “our” may be so 
])lentiful in a letter that they are very notic(‘able, they at least 
do not savor of affectation and hypocrisy as does the studied 
and overdone effect of the word “you.” Let both “we” and 
“you” be used, the corresi)ondent striving for ease and natural¬ 
ness in the use of both, and avoiding the overuse of either. 

The Use of Form Letters. —^Werc it not for the speed and 
economy attained by the use of form lettcns the author would 
condemn them out of hand. These two advantages are so great 
that it will be found that nearly every collection department 
handling a large number of accounts receivable uses form let¬ 
ters to some extent. The superiority of the individually dictated 
letter lies in the fact that it can be made to fit the occasion and 
the recipient. Often, however, it does not. A carefully prepared 
and carefully selected form letter is superior to the poorly writ¬ 
ten individual letter. It is agreed that the form letter which 
proves the most effective is the one which carefully simulates a 
personal letter. Likewise, on?? of the reasons for the ineffective- 
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ness of the ordinary form letter is because the recipient feels 
that there is merely a system and not a personality behind it. 
If the fact that the letter is a form letter is completely disguised, 
its message will be accepted as a personal one from one man to 
another. In the early stages of collection, that is, the notifi¬ 
cation and reminder stages, a large number of identical letters 
may be sent, because such letters are intentionally less personal 
than those of the persuasion and coercion stages. 

Considerable attention will need to })c given to the mechan¬ 
ical appearance of form letters. The most effective is the indi¬ 
vidually typed and signed, though standardized, letter. Fol¬ 
lowing this arc the multigraphed letters simulating the type¬ 
written hitter. The effectiveness of such letters depends largely 
upon whether the name and address and other spaces are care¬ 
fully filled in with ribbon and type exactly matching the let¬ 
ter. Multigraphed letters should bear a pen-and-ink signature. 
The least effective form letter is the printed letter which at a 
gliince is recognized as a printed form letter. Such a letter 
cannot lay claim to be anything except the impersonal appeal 
which it is. Printed letters should bear ])rintiHl signatures. 

Oencrally spciaking, a form letter should be used but once. 
Its effectivene.ss rapidly deteriorates if a customer r('C(uves the 
same letter more than once. Some form letters need rarely if 
ever to be changed since a creditor will not liave occasion to use 
them with the same customer more than once. An example of 
such a letter is the treasurer’s letter descrilx'd on page 530. T^et- 
ters in the early part of the follow-up should be changed every 
month. Form paragraphs as well as complete form letters may 
be used. When the letters are to be individually ty])ed they can 
be built up of form paragraphs cho.sen to fit the case. (k)n 
siderable time in dictating can thus be saved, merely by indi¬ 
cating to the typist which paragraphs are to be written. 

Specimen Letters. —The reader will find at the end of this 
chapter a number of specimen collection letters. These letters 
have been selected more or less at random from a file of letters 
in the author’s possession used by credit men in collection work. 
It is not the author’s intention that they shall be regarded as 
models. They are submitted rather as letters which the reader 
may studv and criticise. It will be noted that these letters do 
not constitute a series of collection letters but they cover some 
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of the different occasions wliich will confront every collection- 
letter writer in the course of his collection activity. 

* * « 

A Utter apologizing for a blunder. Not all 
mistake.^ and oversights are the debtor's. 

Gentlemen: 

We iickiiovvltMljro your letter of March 19th in answer to my letter 
of March 17th. The facts in the case are just as you state and 
your rebuke is justified. The letters to which you refer were received. 
They w<m-o handed to our claim department, consocpicntly were not 
seen by any one connected with our credit department. We make 
this statement in extenuation of our letter, but it is not an excuse 
as we should have closer communication between the two departments 
in our office. 

The item has now Vieen credited to your account, so there surely 
will be no further annoyance to you in this matter. As we have 
said tlio mistake was <mtirely ours. We acknowledge it. We regret it. 

Yours truly, 

* * * 

A letter aimed at keeping in line a customer not 
only slow but accu.stomed to omit invoices 
and pay on avcount. 

Dear Sir: 

Your attention has twice been called to invoices of September 
4th, $3.33 and September 9th, $.*i3.fi0, but we have had no acknowl¬ 
edgment to cither of our letters. These invoice’s are now more than 
two months past due and frankly we think they ought to be paid 
without further delay. 

You will remember that last summer both your Clyde and Waco 
store accounts fell into confusion apparently through lack of atten¬ 
tion on your part. After a protracted correspondence with you the 
accounts were straightened out and we had great hopes that no 
more difficulty would be experienced with either of your accounts. 

We certainly hope that you are not now going to fall into your 
former casual way of making jjayraents. We have full confidence 
in your ability and intention to pay, and wo ask you to consider 
the trouble and annoyance to us when there is not a compliance with 
our terms. 

Yours truly, 

* * * 

A letter hinting more drastic action. 

Dear Sir: 

Your November account is so long overdue that you should new 
give It attention. Prompt action in this matter is urged for the 
reason that within the next few days we shall have to forward a 
list of delinquent accounts to our Treasurer and we are anxious not 
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to have your name appear on it. When he receives this list, action 
on the account is subject to his direction. 

Will you not cither forward a remittance or write us hy return 
mail? In the meantime, we are goinjj to hold a copy of this letter 
as a memorandum that a resx)onse is expected. 

Yours very truly, 

* * * 

A letter in a friendly tone to a neglectful customer. 

Bear Madam: 

We have already written you three letters in regard to invoice of 
May 9th, 90c, and you seem to have ignored them all. 

We have full confidence that you wull ultimately pay this small 
bill, and we cannot imagine why you have ignored the matter up to 
this time. This item may seem too small to you to merit the num¬ 
ber of letters which we have written, but in handling .a number of 
thousand of a<'C()iints these small items amount to a large sum in 
the aggregate. lTiith(U*moro, when an item becomes past due, whether 
it be largo or small, it must be adjusted in some manner. Wo very 
much dislike to write you so many letters, for wo fear they have 
the appearance of nagging, but w'o know of no other way to keep 
the matter before your attention, and it cannot be adjusted without 
your assistance. 

Yours very truly, 

# • * 

A letter holding \ip an order from a 
delinquent customer. 

Gentlemen: 

We regret that we cannot ship immediatedy the order given our 
Mr. Blank on March 28th. 

We are under certain restrictions placed upon us for the conduct 
of this nepartincnt, and one is that no merchandise shall be delivered 
to an account w’hich is delinquent beyond a certain date. 

Tf you will kindly forward a check for your November bill of 
$52.76, wo shall be pleased to forward your order as promptly as 
possible. 

Yours very truly, 

* * # 

A letter appealing to the debtor's sense of pride, 
with a hint of the ui'gency of the matter. 

Dear Sir: 

We are being urged in this department to make the collection 
of invoice of February 1st; $28.66 on your Bridgeton store account. 

Under our usual procedure this item would have been referred to 
a collection agency for adjustment before this time. We do not 
believe that such action will ever be necessary on your account and 
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W6 bdlieve that the item remaiuB open at this time throug'h SOdiA 
misunderstanding or through some inability to pass it for payment. 

When this letter is received we wish to request you to investigate 
this item, and if there is any question about it will you kindly write 
us directing your reply for the attention of this department so that 
we may make any investigation or adjustment which may be neces¬ 
sary on our part. 

Please give us a reply as early as possible so that we may report 
to our Treasurer that the item is under investigation by you and 
will bo adjusted shortly. 

Yours very truly, 

# * * 

A letter to an old and sensitive customer. 

Dear Sir: 

Some unusual circumstance, we feel sure, has prevented your 
giving your attention to our account. 

Wc are writing you at this time so that you may have a state¬ 
ment of due bills on file, and to express oir complete confidence 
that you will take care of this matter as soon as you have an oppor¬ 
tunity to do so. 

Yours very truly, 

« * * 

A letter bordering on the unusual which brought 
a response when previous letters had failed. 
Gentlemen: 

There is one task which we dislike to perform, and that is to dun 
our customers for money. Especially is this unsatisfactory when a 
request for money due us, courteously made, seems to recicive no 
attention. 

Correspondence is much like a quarrel. It cannot be carried on 
by one party alone. 

We have written you several letters, the last one being dated 
July 29th. We asked for a check or a letter informing us when a 
check might be expected. 

Won’t you please be so kind as to give us some response to 
this letter? 

Yours very truly, 

* • * 

A letter to an old and friendly house directed 
personally to the Treasurer, This account, 
the credit department knew, was suffer- 
ing from ‘^dry rot.^' 

Dear Sir: 

Because of the very long and very friendly relations which have 
existed between Smith Brothers Stores and us, we have wished to 
give you any reasonable extension of time which you might desire 
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on your account with us and have hesitated to take the matter up 
with you because we have felt that you would not forget us when 
it was convenient for you to mail a check. 

We ftjel however that we should now call your attention to the 
enclosed statements for your Scranton and Erie stores. Erie account 
while not as large as the Scranton account, you will note goes back 
to the month of March, and the Scranton account to the month of 
April. When you receive this letter we trust that your account will 
have your careful consideration and that you will either issue instruc¬ 
tions that a check be sent us or that you will answer this letter 
informing us just what we may expect. 

If this matter does not come under your immediate supervision 
will you kindly hand this letter to the proper person in your organi¬ 
zation for attention. 

Always glad to be of service to you, we are, 

Yours very truly, 

V 

• • * 

An appeal to pride and to self-interest. 

Dear Madam: 

Wo could, of course, charge your small i^urchase of May 17, 
$3.06, to our Bad Debts Account, but we hesitate to take this action 
not because the amount is of any importance in itself, but because 
we dislike to put the stigma of our bad debts list upon the name 
of any customer unless it is absolutely necessary to do so. In our 
long experience in extending credit, we have found that it is a very 
small percentage, indeed, who do not make their purchases in good 
faith and with full intention to pay for whatever they receive. We 
do not know what is the cause of the misunderstanding between you 
and us, for we prefer to call it a misunderstanding in the absence 
of any explanation, but we do want to hear from you so that the 
matter may be explained. We want you to feel that you are obli¬ 
gated to answer this letter and, indeed, were there no other consid¬ 
erations ordinary courtesy w’ould require it. Action in the matter 
is suspended pending receipt of your reply to this letter. 

Yours very truly, 

• • • 

A letter holding up an order without giving offense. 

Dear Madam: 

We wish to thank you for the very nice orders you gave our Mr. 
Sutton under date of July 2nd. We find that the order which you 
desire shipped immediately amounts to little over $700.00 and the 
order which you wish held until July 31st amounts to about $985.00. 
Your order for immediate shipment is already in work and will 
without doubt go forward within a few days. 
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On referring to your account we notice a balance of a little over 
$100.00 which is not duo at the present time. The total amount 
of your open account and your orders is several hundred dollars 
higher than your account has ever been with us and seems more 
than is warranted by the very meagre information in the hands of 
our credit department at the present time. Our Mr. Sutton thinks 
highly of you and we appreciate very much your business. Wo have 
no doubt that you will be pleased to send us a check on account 
before July 31st, or you may prefer to send us a financial statement 
for our consideration. We are enclosing a blank for this purpose 
and we would be very pleased to consider raising your credit limit 
to the amount required by your orders if we may be favored with 
your financial statement and it is found satisfactory. 

Wo thank you again for your orders and await with interest your 
reply indicating the suggestion you prefer to adopt. 

Yours truly, 
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Text and Research Questions 

1. a. List five reasons why the collection letter is the most used col¬ 

lection tool. 

6. Why do so many letters fail to get results? 

2. What part should the collection writer *s emotions play in collection 

correspondence? 

3. a. How far may a creditor go in threatening a debtor to secure 

payment ? 

b. What should be avoided on the envelope? 
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4. Why may a letter be effective in some cases and fail to secure action 
in others? 

5. a. Why is repetition alone insufficient to bring about satisfactory 

results? 

h. Name five types of appeal that may be made? 

6. <3k Why is there value in timing the collection appeal? 

b. When may a collection letter do harm instead of promoting the 
collection? 

7. a. Name four progressive stages in collection procedure. 

b. Are these progressive steps to be followed in all cases? Why? 

8. List as many letter suggestions as you can and then compare your 
list with the section Letter Suggestions on pages 519-520 of the text. 

9. o. Why is it difficult for a writer to express his exact thoughts in a 

letter? 

b. Name some of the phrases which should usually be avoided in 
collection letters. 

c. What should be avoided in striving to inject the ‘^you’' attitude in 
collection letters? 

10. What are the advantages in the use of form letters? The weak¬ 
nesses? 

11. The AVhitney Company, a Midwestern wholesaler does most of its 
business with retailers whoso capital ranges from $2,000 to $10,000. Many 
of these retailers are insufficiently capitalized and are consequently inclined 
to be slow paying. The Whitney Company itself has not enough capital to 
enable it to carry its customers so that its credit manager is under the 
necessity of keeping its accounts collected in the closest possible manner 
without at the same time driving away business. Terms of the sale are 
2/10 net .*10 and 2/10 net 60. 

Assume that you are the credit manager for the Whitney Company and 
that the following problem confronts you for immediate attention: You 
have written Knowles & Comi)any, Blanktown, Kan., who have a Dun & 
Bradstreet rating of G as follows: 

Knowles & Company, 

Blanktown, Kan. 

Gentlemen: 

We thank you for the very nice order just received through our 
Mr. Smith. This order, which is now being filled, has brought our 
attention to your account. Although there are no invoices on it 
presently due it is noted that your last payment covered two invoices 
which, when paid, were 70 and 90 days overdue, and payment was 
received only after several requests had been made for it. 

Your attention is called to the terms of sale which are, of course, 
as much a part of the contract as is the price. It is felt that we need 
only to call your attention to this matter and that hereafter you will 
make your payments in accordance with your terms of purchase. 



dOLLECflON LETTERS 


52d 


Thanks again for your order whieh you should receive about as 
soon as you receive this letter. 

Yours very truly, 

Whitney Company 

Credit Manager. 

« « • 

Knowles # Company have answered with the following letter: 

Whitney Company, 

Des Moines, Iowa. 

Gentlemen: 

I am sorry to receive your letter in regard to the order given 
to Mr. Smith. We, like other merchants, sometimes slip up on our 
expectation to pay our bills at maturity, and we have to use our credit 
as long as possible without injuring our credit standing. 

We have always p«iid our bills, and in going over our tiles we 
cannot see that our payments have deserved a letter before shipment 
is made. 

On thinking this matter over we do not feel so enthusiastic over 
your goods. Should you feel that ours is not a d(\sirabh* business, 
please let us know so that we may line up with some other house. 

We admit that we arc touchy about our credit because we feel that 
it is the most valuable thing that we have at the present time. 

Yours truly, 

Knowles & Company, 

a. Criticize your first letter to Knowles & C'lompany. 
h. Write a letter in answer to the above h*tter. 

12. As credit manager for the Whitney Omipany construct a series of 
four form letters to be used in the first stagcjs of collection procedure. 
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OTHER COLLECTION AIDS AND PROBLEMS 

The Treasurer’s Letter. —Instances will occur where the 
collection manager after having written several letters has failed 
to arouse the customer from his lethargy. Just the added 
“punch” that may be necessary may be produced by a letter 
written by a higher official, such as the treasurer, general man¬ 
ager, or the president of the company. Such a letter carries 
added weight from the fact that it comes from a higher author¬ 
ity. When this type of letter is used it is suggested that the let¬ 
ter-head should bear the imprint of the official’s office or title. 
This aids in securing attention to the letter while the signature 
gives it weight. The tone of the letter is friendly, dignified, and 
yet final. It makes no attempt to terrify the delinquent, but it 
carries a quiet threat which the debtor understands spells action. 
If such a letter fails to bring at least a response from the debtor 
there is, of course, no logical course to pursue other than to pro¬ 
ceed with a forced collection or abandon the account as a bad 
debt. 


Treasurer’s Letter 


Mr. .Tohn E. Fraser. 

My dear Mr. Fraser: 

I have just been talking with Mr. Young, our credit manager, in 
reference to your account. Mr. Young feels that he should adopt 
drastic action to induce you to forward your check but I have asked 
his forbearance a little longer. 

The relations between yourself, Mr. Fraser, and us have hitherto 
been most cordial and pleasant. Wo have always welcomed your 
orders, and we have given you our best service. We have had full 
confidence both in your ability and willingness to take care of your 
obligations. So far as we know both our service and our merchandise 
have given you full satisfaction. If we have been amiss in any way 
we should be glad to know it so that we may make any amends 
possible. 
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There is, we feel sure, some speeial reason for your failure to take 
care of your present indebtedness to us amounting to $108.23 running 
since Sept. 23. I am, therefore, making this final friendly appeal to 
you either to mail us your check or to write us why you do not do so. 

You, of course, will understand that if you ignore this letter no 
other recourse will remain to us than to proceed to collect your account 
by the shortest method possible. Such action, we are confident, you 
will not impose upon us. 

Yours very truly, 

Treasurer. 

A second illustration of the Treasurer’s Letter: 

Dear Mr. Goldberg: 

The Credit Man in charge of your account in accordance with 
established rules has asked me to approve the employment of an 
attorney and the possible litigation in court for the purpose of col¬ 
lecting your account amounting to $32.40. 

I cannot bring myself to believe that you wdll intentionally refuse 
tlic payment of a just obligation, nor that you will in the slightest 
degree jeopardize, for an amount of this size, the excellent credit 
standing that you now enjoy. Before signing the papers, therefore, 

1 am writing this personal letter to you in all friendliness requesting 
that you immediately remit in settlement or else that you write me 
personally and explain exactly why you will not pay. 

Of course if you are totally indifferent to tlie consequence you 
will ignore my letter, but I do not believe this to be the case. I 
am sure that you will aid me in keeping intact the cordial and 
friendly relations that exist between us and that you will vindicate 
the faith and confidence whicli has been reposed in you. 

I am enclosing envelope addressed personally for your reply. 

Yours very truly, 

The Salesman’s Letter. —Somewhat similar in principle is 
the salesman’s letter. The salesman, however, uses no hint of 
coercion except as a warning that his house may be considering 
forcing a payment. His letter is rather the friendly appeal of 
the intermediary between the customer and the house. 

Dear Sir: 

I have not had the pleasure of calling on you for some time 
owing to the fact that your account with us is considerably past due. 

1 have just received a copy M the letter sent you May 10th, and the 
credit manager has added a pencil notation to my copy “This 
account should be paid. I note that you have not answered any 
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of the several letters written you about it. You know how exasperat¬ 
ing it is to want some information and not be able to get it. I 
suspect that that is what has peeved our credit manager. 

I believe you will agree with me that our company has extended 
you more than ordinary business courtesy, and tiiat they are now 
entitled to the $148.20 of your past due account. I feel an unusual 
interest in this matter because when your account was opened 1 
assured our credit department that it was one account which would 
never give us any trouble. 

I enclose an addressed envelope. Please write me by return mail. 

I would suggest at the same time that you mail a check direct to 
the house for the amount stated above, as their letter indicates the 
matter must be disposed of promptly. 

With kindest regards, 

Yours sincerely, 

Unlike the treasurer's letter the salesman's letter can not 
safely be used as a form letter because one letter would not re¬ 
flect the personalities of several different salesmen. Nor would 
it be advisable to solicit the aid of every salesman in this manner. 
Wherever the salesman can be of assistance as a collection cor¬ 
respondent his aid should be freely sought and cheerfully 
given. 

The House-Collection Agency. —After the efforts of the col¬ 
lection manager have been exhausted without result it is neces¬ 
sary to call ufion outside assistance. This usually takes the form 
of action by the collection agency or collection attorney. There 
is an intermediary step which is sometimes resorted to, which 
gives the effect of an outside agency with action still under the 
complete control of the collection manager. This is known 
as the house collection agency or the dummy collection 
agency. 

Assuming that it has been necessary to threaten legal action 
unless the long-past-due account is paid, it behooves the credit 
manager to carry out his threat. This is seemingly done, as far 
as the delinquent is concerned, by the creditor installing his 
own collection agency in his own office. Suitable letter-heads 
and stationery are prepared bearing a fictitious name, such as 
The Acme Adjustment Bureau, either with no address since 
checks are to be mailed to the creditor, or, with a postoffice box 
number given as the address. A brief new series of letters is 
written with care to make them unlike in phrasing and appear- 
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ance the house letters the debtor has been accustomed to receive. 

The advantage of the house agency lies in the fact that some 
of the “hard-boiled’^ debtors are only delaying payment until 
they receive a business-like threat to resort to force. The col¬ 
lection manager acting as a collection agency can exercise this 
display of force and temper its harshness to suit the occasion. 
This means a saving in both time and collection fees. Further¬ 
more the control of the action has never passed from the col¬ 
lection manager, good will may not have been entirely destroyed, 
and the account, by careful handling, may be redeemed and de¬ 
veloped into an account in good standing. 

Care is needed in the conduct of such an agency that the 
deception is not transparent. If the debtor suspects the genu¬ 
ineness of the agency the creditor has added to, rather than les¬ 
sened, the difficulty of collecting. If tlie agency tlireat is un¬ 
availing then it will be found advisable in most instances to refer 
the account to an attorney or collection agency to carry out the 
threat of the dummy agency. While suit can be brought with¬ 
out the aid of an attorney the collection manager will usually 
find it more economical to employ an attorney for that purpose. 

Collecting Interest on Overdue Accounts.—There is every 
justification for charging interest on overdue accounts. When¬ 
ever a purchaser buys goods upon credit lie should realize that 
lie is receiving capital aid for which he must pay. While the 
financing charge may not be exactly apportioned among all 
buyers, it is at least distributed over them as a class. This 
financing charge the seller regards as one of his costs and it is 
consequently included in the price as a part of the overhead or 
as a credit and collection department charge. Thus the expense 
of carrying the account is taken care of up to the time the ac¬ 
count becomes due, but the cost of carrying the account there¬ 
after falls upon the seller unless he collects interest for the over¬ 
due period. Without such an interest charge overdue accounts 
receivable represent money loaned without interest. Not only 
does the creditor receive no direct recompense but usually there 
is an expense to the seller to get the use of money which is 
rightly his. In reality, by withholding the money after the ac¬ 
count becomes due, the debtor is borrowing money from the 
creditor without the creditor’s consent. Since he does not pay 
for the use of the money thus borrowed he reaps an unfair ad- 
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vantage over liis competitor who borrows from his bank in order 
to pay his merchandise creditors promptly. The slow-paying 
customer is in reality bujdng merchandise at a cheaper price 
than his prompt-paying competitor, and the creditor by condon¬ 
ing slow payments is a party to placing a penalty on prompt 
pay. The following letter presents an argument difficult to 
refute even though it will not always bring in a check for 
interest. 

Dear Sir: 

Your letter of Sept. 18 objects to our charge of $8.96 for interest 
on your overdue account. This charge is in accordance with our 
terms which are plainly set forth upon our order sheets and invoices, 
are understood by you, and are just as much a matter of agreement 
as is the price of the merchandise. 

We borrow money ourselves because wo must pay our bills 
promptly, and when our customers do not pay us it means that we 
have to borrow just that much more, and pay interest on it in order 
to accommodate our customers. It certainly seems reasonable to 
pass this charge along to the customers whom we thus accommodate. 

If you borrow money from your banker to pay us he charges 
you interest. If, instead, you rely upon us for the accommodation, 
we are entitled to the same consideration you would give your banker, 
for you are gtitting the use of our money, while we, in the meantime, 
are deprived of it. 

We want the business of every good customer and you can rest 
assured that that includes you. You may also rest assured that no 
customer will get more consideration than will be accorded you. 

We have but one policy, which is to treat all with equal fairness. 
Under this policy we cannot consistently exempt you from paying 
us interest on past due accounts while requiring others to do it. 
This policy, we feel sure, will appeal to you as just and reasonable. 

Yours very truly, 

While there can be no question of the reasonableness of an in¬ 
terest charge on overdue accounts but few houses attempt to 
collect it. The reasons are several. The creditor hopes to buy 
the good will of the customer by the accommodation and show of 
generosity, or the creditor fears that good will may be lost if 
interest is charged. Another creditor may be faint-hearted. 
He doubts his ability to collect interest and hence he does not 
try. Another may argue that while his terms may be quoted as 
net 30 or net 60 as a matter of fact his prices include an expec¬ 
tation that customers on the average will be 40 days slow. An- 
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other recognizes the overdue account as an expense but since in 
his business it may be comparatively small he decides to absorb 
it himself. 

As a matter of fact, the expense of overdue accounts is not 
confined to the cost of the money for tlie time involved. Slow 
accounts breed bad-debt losses and collection expenses. One of 
the most powerful arguments in support of the policy of charg¬ 
ing interest on overdue accounts is that it tends to speed up 
collections thus lessening both collection costs and bad-debt 
losses. On the other hand, some debtors feel that because they 
pay interest they can let the account run as long as they please. 
This attitude the creditor should strenuously combat because 
interest merely covers the value of money. The creditor is still 
carrying the risk and other costs without recompense. The 
creditor is not in the banking business. 

The house which intends to collect interest on overdue ac¬ 
counts should include a statement to that effect on all order 
blanks, invoices, and statements. Some houses attach a ])rintcd 
sticker to past-due statements and compute the interest charge 
and add it to the account. Others have found it most effective 
to render the interest charge upon a regular invoice. It is 
claimed that payment is more apt to be authorized if the charge 
is in the form of an invoice. Needless to say, when a creditor 
renders a charge for interest he should vigorously follow up the 
collection of it. To make the charge an empty gesture (juickly 
teaches the debtor to ignore it. 

Collecting Unearned Cash Discounts. —The nature of the so- 

called cash discount was fully discussed in Chapter VI. There 
the true function of it was revealed as a financing charge. The 
creditor’s troubles arise in his attempt to impose this financing 
charge upon unwilling customers who do not pay cash. 
Obviously, only the customer who buys for cash is entitled to 
a cash price. But the customer who does not have the money on 
the tenth day after the invoice date yet does have it on the 
fifteenth day cannot see why he should be penalized so heavily 
because of the few days’ delay. Such a debtor is tempted to try 
to force the discount. Other customers who are always short of 
funds reason that if they cannot obtain the cash price they will 
obtain its equivalent, if possible to withhold payment long 
enough to do so. In some industries the customers have become 
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so aggressive in taking discounts, regardless of the time that pay¬ 
ment is made, that the cash discount has all but disappeared 
among the weaker houses. Resistance to the abuse of the cash 
price has been weak because tlie seller has feared that a competitor 
as weak as or weaker than himself would allow the discount if he 
did not and thus capture his customer. The financing charge has 
thus been waived by such weak houses with all except those cus¬ 
tomers who submit to it. Buyers recognize the unfairness of such 
a policy and in consequence increase their resistance. In fact the 
seller as a class has evinced such a weakness in enforcing the dis¬ 
count feature of the contract that certain powerful buyers, em¬ 
boldened by their success in imposing their will upon weaker 
sellers, are arrogantly informing their vendors under what terms 
purchases will in the future be made! 

Purpose of Cash Discount. —The purpose of the cash discount, 
as set forth previously, is to divide all purchasers into two classes, 
cash and credit customers. It seems eminently fair that those 
who pay cash should have the benefit of the lowest possible price, 
while those who are financed should pay for the financing. If this 
is to be done, the line between the two must be sharply drawn, and 
once drawn no infringements should be permitted. The reader is 
reminded that cash payment really means payment at once or 
when delivery is made. By custom a period of grace extends 10 
days (or more or less by agreement) which would seem to be 
ample. Since a division between the cash and credit payment 
must be drawn at some point, and since ten days seem to be liberal 
for cash and, furthermore, and of most importance, since 10 days 
has been agreed upon there seems no logical reason for giving any 
further days of grace. If all creditor houses would place the 
same strict construction upon the terms feature of the contract 
which is placed upon the price the so-called abuse of the discount 
would soon disappear. Concerted action is required. One credit 
man can do much to educate his own customers, but as long as 
‘‘unearned” discounts arc generally permitted they will be gen¬ 
erally attempted. 

Why Abuse Is Condoned. —A condition often exists in the 
creditor house which tends to promote the abuse of terms. To al¬ 
low customers to make such short payments is the easiest course to 
pursue. The decision to accept the payment as made or to attempt 
to collect the shortage usually falls to the credit man. Not to ac- 
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cept the payment means more work for the credit department, 
and the danger of antagonizing the customer in the attempt to 
collect. The easier path for the credit man to pursue is to ap¬ 
prove the payment as made. Most concerns are not aware of the 
amount of discounts thus relinquished in the course of the year. 
An analysis of discounts allowed might be not only enlightening 
but even amazing in some concerns. An aggressive, though tact¬ 
ful, credit manager who receives the support of his house may 
collect the equivalent of his annual salary, which the more easy¬ 
going credit manager may give away in the form of cash discounts. 

The remedy lies in the severance of terms as a sales factor. 
The seller should never trade upon his terms either tlirough the 
sales department or the credit department. If thus removed 
terms will become as uniform as price itself. Terms concessions 
should be unknown. If the seller can truthfully say that no one 
receives more favorable terms than anybody else, that is his 
strongest weapon for the enforcement of terns. Trading may 
be necessary but it should be on price and not on terms. Once 
a concession on terms has been made, more concessions will fol¬ 
low, and a few special terms soon spread until they become gen- 
oral. A second suggestion is made that the discount be made 
small, or in other words that the financing charge be made not 
so large as to be exorbitant. Many houses, dissatisfied with the 
manner in which their customers pay, increase the discount. 
This may mean that creditors are comj)eting against each other 
for what money the debtor possesses using the discount as bait. 
It may also mean that the debtor is more greedy to receive the 
benefits of the increased discount, or in other words ho refuses 
to be so heavily penalized, and he deducts it anyway. The debtor 
who is in an easy credit position does not require a large dis¬ 
count to induce him to pay promptly. He will do so no matter 
how small the discount may be, provided it exceeds the current 
rate of interest. 

Partial Payments.—The collection department is often con¬ 
fronted with the question whether it should encourage or con¬ 
done a partial payment of an account. Were there not argu¬ 
ments both for and against the partial payment no problem 
would be presented. In some instances, partial payments or 
payments on account should be vigorously resisted, because, if 
permitted to continue the account becomes confused. It is not 
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paid to any definite point. In rendering a statement, all debits 
and credits must be listed, and unless the debtor confirms the 
balance as rendered, the books of buyer and seller may become 
hard to reconcile. The debtor who is proverbially slow should 
frequently be forced to pay his account up to a certain date. A 
second and potent reason for opposing a partial payment is the 
fact that the creditor is entitled to full payment, and he should 
be satisfied with nothing less. In such a case, the dollar which 
is not paid is just as much due as the dollar which is paid, and 
the creditor is fully justified in attempting to collect it. A third 
reason for opposing the payment on account is that the creditor 
does not wish to encourage the habit. Collection of the full 
amount may be much longer delayed if the debtor thinks that 
the creditor can be satisfied by small payments on account from 
time to time. 

On the other hand, there are cases in which the creditor may 
feel that it is much preferable to take what he can get even 
though it is much less than the whole. The debtor, unable to 
pay the full account and for that reason withholding any pay¬ 
ment, may grasp eagerly at the suggestion of partial payment. 
Half a loaf is better than none. After all, a creditor cannot 
complain if he receives his share of the funds which the debtor 
has to disburse. As a matter of fact, the only fair thing for a 
debtor to do is to divide his disbursements, after his running 
expenses have been paid, on a pro rata basis among his creditors. 
No creditor can seriously object to the action of his debtor if the 
creditor knows that no other creditor is receiving a preference 
as to payments. The just creditor will insist upon his share of 
the debtor^s funds, but he will also recognize the right of an¬ 
other creditor to adopt the same attitude. 

Delinquent Lists. —^Many trade associations or trade groups 
compile what may be termed ‘‘delinquent,^’ or “C. 0. D.,” lists. 
Such a list usually has two uses. First, it provides a list of 
those accounts which may be more or less undesirable as credit 
risks. By means of such a list the seller is forewarned concern¬ 
ing a prospective customer and may, if he sees fit, reject the risk. 
In some groups, the creditors may go so far as to enter into a 
“gentlemen’s agreement’’ not to sell the customer except on a 
cash basis. Such an agreement is usually put in force while one 
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member is having trouble adjusting a disputed account or col¬ 
lecting a delinquent one. 

A second use of the delinquent list is as a collection threat. 
The debtor is informed of the existence of such a list and th(‘ 
creditor’s obligation to report all slow and delinquent accounts 
in order that other members of the association may not suffer 
loss. The debtor is quick to sec tlie disadvantage of having his 
name included and pays to avoid it. As a matter of fact, the 
debtor often has an exaggerated fear of the consequences to him 
if his name appears upon the list. No debtor exce])t the dead 
beat can regard such a list as entirely immaterial to him. 
Threats, however, lose some of their force with some debtors 
because creditors have used so many meaningless and empty 
threats that the debtor is inclined to ignore such warnings. Tjike 
the boy in the fable they have shouted, ^^wolf, wolf” too many 
times and then failed to release the wolf. 

Legal Restrictions of Creditor Agreements.— Creditors act¬ 
ing in agreement, or appearing to act in agreement, must be 
careful not to overstep certain legal bounds. Our laws aim to 
protect business men from defamation and from combinations 
in restraint of trade. The courts have not yet as clearly defined 
creditors’ limitations as might be desired. Cases arising for 
libel or for defamation of character seem to have set forth a 
creditor’s, or a grouf) of creditors’, rights in giving information. 
But little danger attends the giving of derogatory information, 
|)rovided it is not deliberately falsified or maliciously published. 
If so given out, both those who give it and those wlio distribute 
it might make themselves liable for misrepresentation or 
defamation. 

That a delinquent list may be kept and circulated within a 
group is well established. The danger lies in concerted action 
within the group. The courts have frowned upon the establish¬ 
ment of both ‘‘black lists” and “white lists.” Agreements, 
cither actual or tacit, to withhold credit have been regarded 
as in restraint of trade as covered by antitrust laws. In one 
casc,^ the defendants were enjoined from “agreeing to refuse 
to make sales to particular customers or from agreeing upon cir- 

1 Cement Manufacturers Protective Association, et al vs. United States, 
268 U. S. 588f 604 (1925). 
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cumstances or conditions which shall exclude customers from 
extended credit.’’ To attempt to control credit and terms, the 
courts hold, bears a direct relationship to price fixing and is 
opposed to public policy. 

Another court, however, has injected into a decision the ques¬ 
tion of whether the methods employed served a useful and neces¬ 
sary purpose.^ This ease has been well summarized in another 
work.® 

This association issued monthly to its members a confidential list to 
all customers whose accounts had been uni)aid for a period exceeding 
fifty days, provided the account exceeded $100, and was undisputed. 
The rules provide that members shall do business only on a cash basis 
with concerns so listed. There was no agreement compelling members 
not to deal, nor other attempt made to coerce a debtor into paying, nor 
were disputed accounts listed. The practice, Judge Bondy decided, 
^‘does not go beyond the reasonable requirement, to correct the abuses 
which have crept into the trade,” and hence is not an agreement unrea¬ 
sonably suppressing competition or restraining trade. In arriving at 
this decision, conditions in the fur trade were cited, such as the fact of 
1,090 insolvencies in New York City from 1911 to 1923, with aggregate 
liabilities of $47,150,000; the small size of bills, which ranged from $20 
to $25 each; and the rapid gi-owth of trade abuses. It covered this 
point and also held that it is not a cause for action to notify a customer 
that if he does not pay a bill his name will be given to the association 
as a delinquent debtor. Other state courts have also adopted this view, 
where the practice may be regarded as one protecting the membership 
against delinquent or dishonest debtors, rather than as a means of 
coercion. 

Oflfering Delinquent Accounts for Sale. —The credit man¬ 
ager is often approached by various collection agencies with 
unusual schemes for the collection of accounts. The credit man 
will do well to use caution in employing some of the methods 
that may be offered. If not actually fraught with danger, they 
are often at least unethical. Among such schemes may be listed 
the agency which ''guarantees” to collect and includes among 
its methods advertising the debtor’s account for sale. An ac¬ 
count receivable is property and as such may be sold. tJn- 

2 United States vs. Fur Dressers* and Fur Dyers* Association, Inc,, et 
al, 5 Fed. (2d) 869 (D. C. S. D. N. Y. 1923)! 

spRENDEROAST and Steiner, Credit and Its Uses,’’ p. 204. 
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doubtedly the owner has the right to advertise such property for 
sale, provided he can do it without libeling the debtor. This is 
difficult, since the courts are agreed that the listing of one's 
name as a delinquent and advertising the indebtedness for sale is 
libelous per se. It is most difficult for the creditor to ])rove that 
the real i)urpose of publication is not to coerce tlie debtor tx) i)ay 
the delinquent account. If the creditor, called as a defendant 
in an action, charges that the debtor is the sort of ])erson from 
whom a just account could not be collected by ordinary means, 
he must be ready to prove it. ‘'The justification must be as 
broad as the charge,’^ and advertising delinquent accounts can 
be justified only by proving, first, that the exact amount indi¬ 
cated is due and un|)aid and, second, that the debtoi* is unworthy 
of trust and credit and is not amenable to the ordinary methods 
of collection. This twofold burden will prove difficult, if not 
impossible, to meet in many instances. One justice is (piotiHl 
as follows: 

We are convinced that the whole was a general scheme to forci? 
plaintilT to pay money, by threatening to humiliate, her by juihlicf ex¬ 
posure, and that this was the underlying basis of the system about 
which this witness testifies. The threat to j)lace the list on the mer¬ 
chants’ display windows, and to advertise for sale, etc., could have bn! 
one purpose, and that is, through fear, induce the ])ayment of money 
which could not otherwise be collected.^ 

The creditor contemi)lating such a scheme should bear in 
mind that the responsibility is wholly his. Tlie agency does not 
share it with him. 

The Suit and Judgment. —There is no mystery (fonncct('d 
with what takes i)lace when an attorney brings a suit against 
a delinquent debtor, and yet many credit men do not under stand 
the procedure or the different steps that the creditor may take 
after authorizing suit and before all legal efforts have been 
exhausted. The suit itself is in fact so simple that in many cases 
an attorney could be dispensed with. The author hastens to 
advise, however, that the credit man permit an attorney to take 
care of the formal procedure for him. When the creditor has 
decided to attempt to force the collection the first step necessary 
is the “suit’’ or, more properly, action-at-law, which, if the cred- 

* Tuyes vs. Chambers, 81 Southern [La.] 265. 
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itor proves his case, will culminate in judgment. The action is 
instituted by the creditor, or plaintiff, filing, usually through 
his attorney, in the proper court (depending on the jurisdiction 
and the size of the claim) a formal complaint or declaration of 
his cause of action to which is attached a petition for judg¬ 
ment. The debtor, through court order, is summoned to appear 
and answer before the court the complaint of the creditor (usu¬ 
ally represented by his attorney). The debtor thus served with 
a summons has three courses open to him. He may ignore the 
summons, in which case the plaintiff will obtain judgment by 
default. He may file with the couii; a plea, or answer to tlie 
complaint. This is a common practice when the bill is dis¬ 
puted, and action along this line is termed framing an issue 
for trial. Or the debtor may appear personally or by attorney 
when summoned, and defend the action against him. When 
the court, or jury as the case may be, finds for the plaintiff, 
judgment is entered accordingly. 

A judgment of itself has no force to compel payment. It 
is merely an official pronouncement, or court decree, that a cer¬ 
tain amount is due from a defendant to a plaintiff. When filed, 
however, the judgment becomes a lien upon whatever real prop¬ 
erty the debtor may own within the county in which it was 
rendered. In order to i)lace a judgment lien upon real estate 
located in a county other than the one in which the judgment 
was taken, it is necessary to get from the clerk of the court a 
transcript of judgment, which may then be filed in any county 
in the state, witli the same force as though obtained in tliat 
county. Furthermore armed with a judgment granted in one 
state it is usually quite easy to bring an action against a debtor 
owning property in another state and to obtain judgment. The 
United States Constitution provides that judgments of the 
courts of any state shall be entitled to full faith and credit by 
the courts of any of the United States. A lien thus created 
is good for a number of years fixed by the statutes of limitations 
of the various states. In New York, it becomes ^‘outlawed'* after 
20 years. 

Executing the Judgment.— By the laws of most states, after 
the judgment is taken, the defendant is allowed a certain period 
in which to settle the judgment in court including the court 
costs. The defendant may also stciy the execution of the judg- 
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ment if he elects to appeal from the judgment to a higher court. 
If no appeal is taken, and the debtor does not pay the judgment 
and costs, the plaintiff at the expiration of the time fixed by 
statute may apply to the court for a ''writ of execution,” which 
warrants a sheriff or other court officer to seize all or sufficient 
property of the debtor, over and above that which the law allows 
him as exempt from execution, to satisfy the claim and cover 
the court costs. Property thus seized is then advertised for sale 
in accordance with legal requirements and later disposed of at 
public sale. 

Actual executions of judgment by legal process are, as a 
matter of fact, comparatively rare. Either the debtor has no 
property which the sheriff can discover upon which to levy, in 
which case the debtor is said to be "judgment proof,” or, having 
property wliich could be taken, he defends it by i)aying the 
judgment even though necessary to dispose of some of his prop¬ 
erty to do so. The debtor is, obviously, in a better position to 
get the true value of his property and at less expense than could 
be obtained by a forced sale through a sheriff. Even though 
the debtor may be judgment pi’oof when the judgment is ob¬ 
tained, it may be a mistake to aDandon such a claim as worthless. 
Many a debtor rehabilitates his fortune in after years when 
the judgment with interest can be colli‘cted, subject, of course, 
to the statute of limitations. An accurate and comf)lete record 
of accounts which must be temporarily abandoned should be 
kept. Such a record if checked uj) periodically might pay many 
a creditor worth-while dividends. 

Examination in Supplementary Proceedings. —Having ob¬ 
tained a judgment, a creditor may, through court order, ques¬ 
tion the debtor under oath in regard to any |)roj)erty that he 
may have. This right may exist ])rior to or subsequent to an 
attempt to execute the judgment, according to the laws of dif¬ 
ferent states.® 


In the state of New York, a creditor who lias recovered a judgment 
for an amount not less than $25 may examine in supplementary proceedings 
any time within 2 years if an execution has not been issued or any time 
within 2 years subsequent to the judgment if execution lias been issued. 
This law does away with the formality of the attiunpt to execute a judg¬ 
ment before any property has been located. 
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The creditor has the right to examine the debtor only once. 
He cannot harass the debtor by frequent examinations. He 
may, however, submit to the court faets which may have devel¬ 
oped since the first examination and obtain a new order or orders 
to the judgment debtor to submit to an examination. Third 
parties may also be subpoenaed for questioning. Under this 
procedure the witness is placed under oath, and questions are 
directed at him intended to bring out the existence of concealed 
assets or the fraudulent transfer of property. Failure to appear 
for examination as directed may be declared contempt of court 
and punished accordingly. 

Concealed assets discovered by the x)rocess of the examination 
may be seized by the .sheriff for tlie satisfaction of the judg¬ 
ment, or, if tlic debtor has fraudulently transferred his prop¬ 
erty, for exani{)le, to his wife or other relative or friend without 
sufficient consideration, such a transfer may be set aside by the 
court. The property would thus become available for tlie sat- 
isfactioti of the judgment. 

One of the first inquiries usually directed at the debtor is 
in regard to any life insurance policies that he may carry. The 
i-eason for this is to discover if the surrender valu(! of the policy, 
or any ])art of it, may be seized under the terms of the policy 
as a part of the estate of the debtor. Another line of (juestion- 
ing is designed to disclose if any third parties owe the debtor 
money or arc* holding property to which he may have title. If 
such assets, including wage®, are discovered, they may be 
reached by the creditor through garnishment, which is described 
in the following chapter. 

As a matter of fact, credit men have not found the exam¬ 
ination in su|)i)lcmentary proceedings a very valuable practical 
remedy. Obviously, if the debtor is actually without property 
beyond that which is exempted by statute, nothing can be dis¬ 
closed. On the other hand, if he has property which he is 
determined to conceal, he is often successful in doing so, espe¬ 
cially in the larger cities. Property which he is known to have 
had is explained away more or less plausibly. At least, he is 
proof against conviction for fraud. His testimony may be 
loaded with such answers as “I don’t remember” or “I refuse 
to answer on the ground that it would tend to degrade and 
incriminate me. ” If the examination in supplementary pro- 
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ceedings proves unfruitful, the creditor has exhausted his en¬ 
deavors to discover the means to satisfy the debt, and, obviously, 
he can go no further (for the time being) witli the collection. 

Charging OflF Bad Debts.— Considerable dilferenee will be 
found among concerns in their practice of charging off those 
receivables which prove to be Josses. The question which first 
arises is the determination of those accounts which are to be 
considered as lost. Who is to decide that question, and when 
is the charge to be made? Obviously, the i)ers()n most comj)et(mt 
to decide whether an account is to be regarded as good, doubt¬ 
ful, or bad is the credit manager. He, then, is the most logical 
person to authorize charges to had debts, and in many concerns 
he is the final authority as to whether or not an account shall 
be retained among the accounts receivable. Sometimes, how¬ 
ever, it is felt that the credit manager, because of his interest 
in keeping the record of bad-debt losses at a minimum, will fail 
to charge off all accounts which should be so handled. On the 
other hand, it may be felt that the credit manager may be loo 
ready to abandon accounts as lost which might with more vigor¬ 
ous action be collected. It may be the policy of the house, 
therefore, to require that all accounts to be charged off be sub¬ 
mitted together with a record of their status to the treasurer, 
who puts the final stamp of approval on the charge to bad d(‘bts. 
The decision of the credit manager, however, is in most cases 
final, and he will find it to his interest in the long run to follow 
strictly the policy of the house in charging off bad debts as they 
occur whether the credit department ri'cord may l)e temporarily 
improved or hurt by sucli action. Involved in the fxdicy of tlie 
house is of course the (piestion of good accounting practice and 
what may be permissible under the rules of the income-tax 
authorities. 

That the accounts receivable should be i)urg(Hl of all bad 
ac(*ounts before the books are clos(»d for the freriod is a state¬ 
ment not subject to controversy. The better policy is to have 
such entries made as soon as it is known that the expectation 
of collecting the account must be abandoned. In practice, this 
means that before the books are closed each month for a trial 
balance, all transfers from accounts receivable to bad debts, 
or whatever may be the terminology of the account, are made. 
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Text and Research Questions 

1. a. Why is a well-worded letter signed by the treasurer often effective 

after the collection department has failed to secure results? 

6. At whjit stage in the collection procedure should the treasurer’s 
letter be used? 

2. a. What are the advantages of tlie house, or “dummy,“ cjdlection 

agency ? 

6. What legal questions should be answered before creating a house- 
collection agency ? 

3. a. Why do so few houses attempt to collect interest on overdue 

accounts? 

6. What preliminary stei)s should be taken if interest on overdue 
accounts is to be collected? 

4. a. Why is the credit man inclined to overlook infractions of cash 

discount terms? 

h. What arc some of the practical questions involved in handling 
remittances in which the cash discount has been erroneously de¬ 
ducted? 

o. Should a few days of grace be allowed in addition to the regular 
discount period ? Why ? 

5. Under what circumstances would you suggest that a debtor forward 
a partial payment? 

(). What danger may attend the use of black lists? 

7. If accounts receivable are property and can be sold, why is it dan¬ 
gerous to advertise them for sale? 

8. a. What is a judgment? 

6. W^hy is the threat of a suit often effective in bringing a payment? 

9. a. Why are judgments so seldom satisfied through a seizure and sale 

of personal property? 

6. What different steps can be taken after a suit is begun before 
the collection effort is finally abandoned as hopeless? 

10. Upon whom should the responsibility of charging off bad debts 
devolve? Why? 

11. Your house is trying to enforce its terms of payment. A remittance 
has just been received with discount of $3.79 deducted by the customer. 
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Payment was mailed on the fifteenth day from the date of invoice. Terms 
were 2/10 net 00. The customer is rated by Dun & iSradstreet G 3^^. This 
is the customer’s second remittance. On his first remittance he deducted 
discount a few days late. You then wrote him notifying him that you were 
allowing the discount and asked him to comply with terms in the future. 

Construct the letter that you would write the customer upon the receipt 
of his second remittance. 

Note.—S uch questions should be considered as the returning of the 
check; the retention of payment and request for the balance; and the sug 
gestion that since discount has been lost, the customer may wish to withhold 
payment until the (50 days have elapsed. 



CHAPTER XXVI 


THE GREDITOK’S LEGAL AIDS 

The credit department is charged with a serious responsi¬ 
bility. During the course of a year, funds which may amount 
to many times the value of the concern ^s capital pass through 
the hands of the credit department. Not only must it 
determine the willingness and the ability of customers to pay, 
but it should be familiar with its legal rights and remedies as 
well. Such questions arise as what constitutes a contract 
between buyer and seller, when does title to merchandise pass, 
what are the seller’s rights when the buyer cancels an order, 
and what rights are given by law to the seller under certain 
specific conditions. Only a general knowledge of the law is 
required, and it is not to be inferred that the credit man ever 
should pose as the legal adviser of his house. However he 
should be familiar enough with the general rights and duties 
of sellers and buyers to avoid the common pitfalls into which 
the less informed business man frequently finds himself plunged. 

What Constitutes a Contract. —A contract is create d when 
the seller agrees to transfer or effects a transfer of the [)roperty 
cither in goods, credit instruments, or services to the buyer, for 
a consideration called tlic ‘‘price.” The contract may be unen- 
forcible if either party lacks the legal capacity to contract, 
and if the transfer or acquisition of property is effected by a 
minor or mental defective, or one guilty of habitual drunken¬ 
ness. The seller, may, however, collect a reasonable price for 
necessities thus sold, even in the absence of a contract. The 
distinction between the agreement to transfer the property in 
goods and the actual transfer of that property may be important 
because both the risk to the goods and the right to, or effect of, 
the cancellation of the contract arc involved. 

A contract to be enforeible must be in writing if the value 
of the goods is in excess of a specified figure (which varies in 
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different states) unless the buyer accepts part of tlie j^oods, and 
actually receives them, or gives something in earnest to bind the 
contract, such as i)artial payment or some note or memorandum, 
or the contract be in writing signed by the person to be charged or 
his agent. Mere delivery of goods by the seller and receipt by the 
buyer do not constitute an acceptance. The buyer, however, ac¬ 
cepts by taking some action in relation to the goods which is in¬ 
consistent with the ownership of the seller, or when he retains 
possession for an unreasonable length of time without iiotice 
of rejection to the seller. Acceptance is, of course, effeetcid by 
notification to the seller orally, in writing, or by any other 
method of intimation. 

When Does Title Pass? —^When disputes arise between 
buyer and seller the mooted point of the controversy is fre¬ 
quently the passing of title to goods from seller to buyer. This 
question is of considerable importance because the risk is trans¬ 
ferred with the title, as a general thing, though there are cer¬ 
tain exceptions. The general rule to follow is that title to goods 
passes according to the intent of the contracting parties. When 
that intent is vague or disputed, it is to be ascertained (1) from 
the terms of the contract, (2) the conduct of the parties, (3) 
the usages of trade, and (4) the circumstances of the particu¬ 
lar case. 

The rules for determining intent, unless a different inten¬ 
tion can be ascertained from the conditions enumerated above, 
are summarized as follows: 

1. Unconditional contract to sell specific goods in a deliverable state: 
Property passes when contract is made, even though delivery or pay¬ 
ment or both be postx)oned. 

2. Contract to sell specific goods where something remains to be 
done to put them in a deliverable state: Property passes when that 
thing is done. 

3. Contract where delivery is made ^'on sale or return” or other 
similar terms: Property passes on delivery to buyer, but he may revest 
it in the seller by returning or tendering the goods within the time 
fixed in the contract, or, if no time has been fixed, within a reason¬ 
able time. 

4. Contract where delivery is on approval or other similar terms: 
Property passes: 

a. When the buyer signifies his acceptance or does any other 
act adopting the transaction, 
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b. If the buyer retain the goods without signifying acceptance 
or giving notice of rejection and a time has been fixed for 
their return, at expiration of such time; if no time has 
been fixed, at the expiration of a reasonable time. (What 
is a reasonable time depends on the circumstances of the 
case.) 

5. Contract to sell by description unascertained goods or “future” 
goods: Property passes to the buyer when such goods in a deliverable 
state are unconditionally appropriated to the contract, either by the 
seller, with the buyer’s consent, or by the buyer, with the seller’s con¬ 
sent. Such assent may be expressed or implied, and may be given 
cither before or after the appropriation is made. 

6. Contract requiring seller to deliver the goods to the buyer, or to 
prepay transportation charges to a place designated by the buyer: 
Property does not pass until the goods have been delivered to the 
buyer or have reached the point of destination designated. 

Cancellations and Returns. —Cancellations and returns, par¬ 
ticularly the latter, are a source of annoyance and a considei’abh* 
expense to some businesses. So common have both become in 
some industries that the seller is hardly aware of his exact 
legal rights under the circumstances. In fact, the seller has, 
in many instances, abrogated his rights by his own action or 
that of his salesmen. Cancellations have been so meekly 
accepted by sellers that both buyers and sellers have come to 
regard orders as cancelable at the will of the purchaser. Fur¬ 
thermore, salesmen frequently book order« v-nth the understand¬ 
ing that cancellation is at the option of the buyer, and this is 
done with the knowledge and consent of employers. The accept¬ 
ance of cancellations has become the almost general practice 
where the goods sold are suitable for sale to others in the regu¬ 
lar course of the seller’s business. Indeed, it is probable that 
the remedy available to the seller in such cases would hardly 
be worth the attempt to enforce it. Where the goods are 
unsuitable for sale to others, or are manufactured to order and 
are such as cannot be resold for a reasonable price, the seller 
is less willing to accept a cancellation. 

In either event, the seller can hold the buyer liable only for 
the damages he has sustained up to the time of cancellation, 
which may include the seller’s anticipated profit as a part of 
the total of his damages. If a cancellation is received after the 
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goods have been shipped, and the contract is in writing and 
otherwise legally eiiforcible, the seller can notify the buyer that 
the goods belong to him and sue for the price. If the goods 
have been manufactured to order and are such as cannot be 
readily resold for a reasonable price, the seller can always 
refuse to accept the cancellation and sue for tluj price, except 
that he cannot continue to manufacture and add to the cxi)enso. 
Where the reason for the cancellation is really a fall in price, 
the seller’s damages are computed as the difference between tlie 
contract price and the open market price at the time of can¬ 
cellation, for whicli. amount the buyer can be hold legally liable 
under the contract. 

In many industries the returned goods problem presents not 
only an annoying problem to sellers but it is a serious economic 
waste. A refusal to accept goods, or a return of them, is in 
effect a cancellation of the order. The seller’s rights have been 
enumerated above. In many instances, however, the buyer is 
given tlie option to return the goods without justifying his 
reasons for doing so. Both sellers and buym's share the respon¬ 
sibility for this evil. Salesmen by high-|)ressure methods force 
orders from unwilling i)urchasers. ’Fhe buyen*, in many cases, 
])lac(?s an order to get rid of an importunate salesman. Such 
unjustified business operation invites cancellations and returns. 
Again, goods are painted in too glowing terms by the salesman, 
and the buyer, disappointed with their quality upon their 
receipt, returns them to the seller with the statement that they 
do not conform to description, or to sample. A decline in price 
may be the real reason for a return though some other may 
be given. 

Trade associations and better-business bureaus are giving 
considerable thought to the problem, and are attempting to 
mitigate the evil. Credit men can assist in the eradication of 
unwarranted returns by educating their customers to observe 
their contractual obligations. Unbusinesslike practices on the 
part of buyers will be resisted by good houses in their relation¬ 
ships with each other, and a general elevation of the standards 
of doing business among the trade will result. 

The Unpaid Seller’s Lien. —^Fortunately for the seller the 
transfer of title does not always require the actual transfer of 
goods and their resultant possession. Under certain conditions, 
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the seller can refuse to deliver the goods which he has sold and 
to which he has lost title. This right is known as the unpaid 
seller’s lien.” Under it the seller holds the goods as security 
for the fulfillment of the obligation of the purchaser. The right 
of lien continues while the seller has possession of the goods 
when: 

1. Goods liave been sold without any stipulation as to credit. 

2. The term of credit under which the goods were sold has expired. 

The buyer becomes insolvent. 

Even though a part delivery of the goods has been made, an 
unpaid seller may exercise his riglit of liim as to the goods still 
in his possession, unless the circumstances under which the 
delivery was made have shown an intention to waive the lien 
or right of retention. Furthermore, the seller may retain pos¬ 
session of the goods and sue for the ])urchasc price. If he were 
obliged to surrender the goods upon obtaining tlie judgment 
he might be exchanging valuable goods for a worthless judg¬ 
ment. The seller should always bear in mind that he cannot 
hold the goods for any claim except the purchase price, nor 
after valid tender of tlie i)urchase j)rice. 

An unpaid seller loses hi:i lien on the goods when: 

1. He delivers the goods to a carrier or other ])ailer for transmission 
to the buyer, without r(*serving to himself the title or propei ty in the 
goods or the right to possession thereof. 

2. The buyer or his agent lawfully obtains possession of the goods. 

3. He waives the lien. 

The technicalities of this law need give the seller but little 
concern since it will be most natural for him to follow the right 
course when conditions arise which call for the utilization of 
this legal aid. 

The Right of Stoppage in Transit. —Although the seller 
loses his lien when he voluntarily loses possession of the goods 
there is one circumstance under which the lien may be revived. 
When the buyer is, or becomes, insolvent an unpaid seller, who 
has parted with the possession of the goods, has the right of 
stopping them in transit. This rierht permits the seller to regain 
possession (not title) of the goods at any time while they are 
in transit and such resumption of possession entitles him to the 
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same rights in regard to the goods, as he had before parting 
with their possession. 

Two conditions will be noted as essentijil to the exercise of 
this right, viz., the insolvency of the buyer and that the goods 
shall not have reached the possession of the buyer. These two 
essentials should be thoroughly understood. A buyer is deemed 
insolvent within the meaning of this act who either has ceased 
to pay his debts in the ordinary course of business or cannot 
pay his debts as they become due, whether he has committed an 
act of bankruptcy or not, and whether or not he is insolvent 
within the meaning of the Federal Bankruptcy law. 

Goods are deemed to be in transit: 

1. From the time when tliey are delivered to a common carrier, by 
land or water, or other bailee, for transmission to the buyer, until the 
time of delivery to the buyer, or his agent, by such carrier or other 
bailee. 

2. After the time of rejection of the goods by the buyer, even if 
the seller has refused to receive them back, and they continue in the 
possession of the carrier or other bailee. 

The unpaid seller exercises his right of stoppage in transit 
by giving reasonable notice to the carrier. It is then the duty 
of the carrier to redeliver the goods to the seller, the carrying 
charges being born by the seller. Reasonable notice is to be 
construed as a notice giving the carrier a reasonable time in 
which to locate the goods and put the stoppage ordcjr into effect. 
The carrier is 7iot responsible for the failure to execute the 
stoj)page order if it uses due care and diligence in its attempt 
to enforce it. But if the carrier has issued a negotiable bill of 
lading, this must be surrender(*d or a sufficient bond given to 
protect the carrier from any claim arising und(*r it. If, how¬ 
ever, such negotiable document of title has actually been trans¬ 
ferred by way of sale to an innocent f)urchaser for value while 
the goods are in the hands of the carrier, and before the seller’s 
right has been exercised, liis right of sto])page in transit is 
ended. A sale of goods, however, by the buyer while the goods 
arc in transit and where there is no negotiable document of 
title, does not affect the seller’s right of stoppage. 

The seller should be certain in every case before he exer¬ 
cises this right, that there are reasonable grounds for it. Actual 
or technical insolvency is not a requirement; the right may 
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safely be exercised if tlie buyer gives evidences of insolvency. 
Failure to pay bills at maturity or permitting a note to go to 
protest would justify the action. Stoppage in transit merely 
restores the seller’s lien upon the goods. Title still remains in 
the buyer, but the seller may resell if the buyer does not exer¬ 
cise his right to render the purchase price within a reasonable 
time. In such a resale the seller may act as agent of the 
buyer, and hold the buyer responsible for any difference between 
the contract price and the resale price, although it has been 
held that if the goods are sold at a profit the seller is not 
accountable to the buyer for such gain. 

Right of Rescission. —While the right of stoppage in transit, 
of itself merely restores the seller’s lien, the seller may rescind 
a sale under certain conditions. The effect of the exercise of 
this right is to restore complete title in the seller, who has pre¬ 
viously transferred title but who either has retained or regained 
possession of the goods. The right of rescission may be exer¬ 
cised when: 

1. A right of rescission 1ms been expressly reserved to the seller 
upon default of the buy(u*. 

2. The buyer has been in default in the payment of the purchase 
price for an unreasonable time. 

3. The buyer has repudiated the contract, or has manifested his 
inability to perform his obligations thereunder, or has committed a 
material breach thereof. 

If the seller rescinds a sale, he need not account for any profits 
gained by a later sale but he may on the other hand sue for 
any damages, including anticipated profit, sustained by the 
default of the original buyer. When exercising this right of 
rescission the seller must make some overt act to manifest to 
the buyer an intention to rescind. Merely a mental decision 
to rescind is insufficient. Offering the goods for resale would 
be sufficient, although notification of such to the buyer might 
be preferable. It will be noted from the causes for rescission 
enumerated above that the seller must decide the justification 
for his action, and then defend it if the buyer brings any action 
against the seller. 

The Right of Replevin. —It should be known to every busi¬ 
ness man, both buyer and seller, that title to property cannot 
be obtained by fraud. Where fraud upon the part of the buyer 
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is practiced, therefore, tlie goods remain the property of the 
seller and he can take legal measures to recover possession of 
his property. This action is known as replevin, or the right of 
recaption. Even though the seller of goods voluntarily delivers 
them to the buyer the latter is guilty of a wrongful taking if 
he obtains them by such fraud as justifies the seller in rescind¬ 
ing or avoiding tlie sale. Upon its avoidance the owner may 
insist that no title or right of possession ever jiassed to the 
defrauder, and retake the goods, ])rovidi‘d lie ex(‘cut(^s a bond 
as security 1o tlie purchaser against any injustice he may suffer 
as the result of such action,^ If a debtor obtains goods by 
means of a false financial statement, he lias practiced fraud, 
and the selli^r can bring an action to replevy the goods. The 
right remains to the seller even though the buyer may liave 
become a bankrupt and his estate has jiassed into the hands of 
the reeeiv^er or trust(*e. It should be borne in mind that in an 
act of replevin the burden of proof is on the seller to establish 
his ease. The owner of property wrongfully taken may pursue 
it so long as it may be identified, even though it may have 
been altered in form, unless it has become annexed to, or become 
an integral part of, some other commodity. Furthermore, prop¬ 
erty sold to a third party, who purchases with notice of liti¬ 
gation pending, may be replevied or recaptured notwithstand¬ 
ing the fact that he may have paid full value for it. In the 
event that a portion of the property may have been concealed, 
sold, or destroyed, the portion which can be located and iden- 
tifi(^d may be rcplevit^l. Such a right extends not only to goods, 
wares, and merchandise, but to all credit instruments such as 
notes, checks, bonds, etc., as well. 

Legal Procedure. —Although this treatise is concerned with 
the circumstances under which this right may be resorted to, 
rather than to the method of applying it, a brief explanation 
of the legal procedure is appropriate at this point. The seller 
is advised to refer his case at once to a good attorney, who will 
apply to the proper court for a writ of replevin specifying the 
property claimed and the grounds upon which the claim is 
based. The writ, when granted, directs an officer of the court 
to seize the property and bring it into court. The seller must 
give a bond of indemnity, with sureties to return the goods, if 

1 Brewster, S. F., “The Legal Aspects of Credit,“ p. 53. 
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a return be ordered, or to pay all costs and damages resulting 
from an action wrongfully brought. The amount of the bond 
is always at least double the value of the property or goods.^ 
The defendant is also given the privilege of ‘'bonding back’’ 
the proi)erty; that is, the defendant may recover possession by 
giving security for its return to the seller in the event it is 
decided the buyer is not in rightful possession of it. 

When the defendant elects to do this, he cannot tender the 
property afterwards in discharge of the action. Thus, while 
the primary i)urpose of replevin is to recover the actual prop¬ 
erty and not its value, the actual value of the property at the 
time it was replevined may be obtained together with a judg¬ 
ment covering damages for the injury sustained. 

A seller may lose his right of replevin by waiver. Thus, 
where a seller, having full knowledge of the fraud committed, 
brings suit for the purchase price of the goods instead of an 
action to recover the goods in specie, or, if he accepts ])ayment, 
a note, or security, he waives his right to replevy. Such action 
on the seller’s part constitutes an affirmation of the contract 
of sale. He may, however, proceed with an action of replevin 
if any of the actions in the preceding sentence were taken 
without any knowledge of the fraud that has been com¬ 
mitted. 

The Right of Attachment. —There are times when the cred¬ 
itor would feel much easier if the debtor were not in control of 
his property. The creditor would like to prevent his debtor 
from disposing of the property by sale or otherwise for the 
purpose of avoiding payment. When such an action upon the 
part of the debtor seems imminent the creditor may seek to 
prevent it by placing a lien upon the property in the form of 
an attachment. This is a harsh legal remedy in that the cred¬ 
itor virtually attem])ts to execute a judgment before the court 
has declared the obligation of the debtor to pay. 

Under his right of attachment, the creditor seeks to have 
the debtor’s property removed from his control and placed 
in the custody of a court officer, except where the property is 
not susceptible of delivery (a chose in action), or so heavy 
and bulky that movement would be attended with great expense, 
p. 357. 
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Real estate may be attached by causing a notice of attachment 
to be filed in the office of the county clerk wlierein tlie property 
lies. Since the i)urpose of the attachment is to obtain security 
for the payment of a debt, it is obvious that the debt must be 
declared to be in existence. A suit, therefore, always accom¬ 
panies an attachment action, although the attachment may pre¬ 
cede the suit. Jurisdiction over the property attached ceases, 
however, unless suit is brought within a certain time (usually 
30 days) after service of the writ of attachment. Obviously, 
the rights of the debtor must be carefully i)rotcctcd. Hence 
the provisional remedy of attachment is highly technical, and 
varies somewhat according to the laws of the different states 
relating to attachment. 

Grounds for Attachment. —The right of attachment is given 
by statute which si)ecifically enumerates the grounds under 
which the action may be brought. While there is some variation 
of the grounds in diff(*reut states they arc substantially the 
same in all. The reader will observe that the remedy aims to 
reach only those cases wliere collection would be frustrated by 
the usual methods of collection open to the creditor. In most 
states the creditor will be able to resort to this remedy under 
the following circumstances:^ 

1. When th(^ debtor is a non-resident of the state (not county) 
where the writ of attachment is sought against the debtor^s property 
located within the state. 

2. When the debtor has departed from the state with intent to 
defraud creditors or to avoid service of legal process. 

3. When the debtor with like intent keeps himself concealed within 
the state. 

4. When the debtor has removed property or is about to dispose of 
property for the purpose of defrauding his creditors. 

5. When the debtor has secured property from the creditor by 
fraudulent re])resentations, such as the making of a false statement in 
writing regarding his financial condition. 

The laws of the state where the property is located will 
apply, regardless of whether either plaintiff or defendant, or 
both, may be non-residents. As the sole object of an attach- 

a Brewster, S. F., <'The Legal Aspects of Credit,p, 319. 
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ment is to obtain property as security until a judgment can 
be obtained and execution levied upon the property thus 
attached, it follows that only such property should be attached 
as can lawfully be made subject to execution. In the event 
that more than one attachment is placed upon the same property 
they are entitled to satisfaction in the order of tlieir service, 
unless simultaneously served in which case the proceeds received 
from the sale of the property arc prorated among the creditors. 
Insolvency of the debtor will not bar an attachment action, but 
bankruptcy of the debtor will vacate the creditor's lien unless 
the lien was taken more than 4 months prior to the filing of 
the petition in bankruptcy by or against the debtor. 

Enforcement of Right. —^Attachments are hazardous pro¬ 
ceedings unless the creditor is sure of his grounds for making 
the attachment. If the statutory requirements are not exactly 
complied with, or if the original suit on the debt is not main¬ 
tained, the debtor may bring an action for damages sustained 
through the seizure of his proj^erty and the injury to his busi¬ 
ness. The law seeks to protect the creditor from hasty and 
ill-advised action by requiring him, in most states, to make ah 
affidavit setting forth as fact, among other things, the justness 
of the claim, the exact indebtedness, how it was incurred, that 
it is actually due and owing, and the statutory ground for the 
attachment. Moreover, the plaintiff is required in practically 
all states to give a bond to the effect that if the defendant 
recovers judgment, or if the warrant is vacated, the plaintiff 
will pay all costs which may be awarded to the defendant, and 
all damages which he may sustain by reason of the attachment. 
In most states the defendant has the privilege of giving a bond 
for the payment of such judgment as may be levied against 
him. The acceptance of such a bond releases the lien upon the 
property. 

Garnishment. —Garnishment is a remedy whereby the 
creditor can gain access to the debtor's property in the hands 
of a third party. Garnishment, like attachment, is a remedy 
whereby the creditor seeks to impound funds or property as 
security for the payment of a debt. The essential difference 
between the two remedies lies in the fact that under garnish¬ 
ment the plaintiff in an action seeks to reach the rights and 
effects of the defendant which may be in the hands of a third 



THE CREDITOR'S LEGAL AIDS 


r>59 


party. The aetion is known in some states as “third-party pro¬ 
ceedings/’ while in others it is called the “trustee process.”"* 
The right of garnishment is essentially statutory, and both the 
grounds for the action and the procedure of it vary greatly 
in different states. 

A garnishee is regarded as an innocent person owing money, 
or lawfully having in his possession the property of another, 
and who stands indifferent as to who shall receive the money 
or property. He is a mere stakeholder or trustee who may 
not do any voluntary act to the prejudice of cither the plaintiff 
or the defendant in the action. If the third party, having been 
served with a writ of garnishment, transfers any of the funds 
or property in his possession belonging to the debtor he is in no 
wise relieved of his obligation to the creditor. A bank may be 
a garnishee, the creditor having the right to impound both the 
customer’s bank account and his safe deposit box, if he has one. 
Likewise, an employer may be garnisheed.'^ A writ of garnish¬ 
ment is frequently resorted to as a result of property or prop¬ 
erty rights disclosed by the examination in supplementary pro¬ 
ceedings. As a general rule, a third party is liable as garnishee 
if the principal debtor has a right of action against the garnishee. 

The statutes of the individual states must be consulted to 
determine under what conditions the remedy of garnisliment 
can be a])plicd. In some states the action can be brought only 
after an execution against the original debtor has been returned 
unsatisfied; while in other states it becomes effective by the 
simple expedient of serving a copy of the writ of attachment 
on the person in whose hands the ])laintiff believes there is 
money or y)ropcrty belonging to the debtor. In many states 
garnishment is limited to actions on contract, and not per¬ 
mitted in actions in tort, though in other jurisdictions this dis¬ 
tinction is not made. If the property in the possession of the 
garnishee is an unliquidated or uncertain sum, it usually cannot 
be garnisheed. 

4 Garnishment is unknown in South Carolina and in Indiana the statute 
is said to be ineffective. Attorneys in the latter state report that they 
have at no time been successful in having the garnishment statute enforced. 

A person’s wages can rarely be gjirnisheed in full. The various statutes 
relating to the exemption of property from levy will apply. In the state 
of New Vork, for instance, wages of $12 or more per week are subject to 
a levy of 10 per cent thereof. 
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The Bulk Sales Law. —Were it not for the fact that all of 
the states have enacted laws designed to prevent a secret sale 
of a stock in trade in bulk, it is easy to conceive that certain 
unscrupulous and dislionest debtors would take this method 
of converting their assets into cash and then to disappear. This, 
in fact, so often occurred in the past that it was necessary to 
enact a law to prevent this particular method of perpetrating 
a fraud. The creditor, relying upon the visible assets of the 
business to insure at least partially the payment of the debt, 
would find to his chagrin that the title to such assets had been 
transferred to another, usually for cash and often for an amount 
considerably less than their true value. In such instances the 
purchaser might be a confederate, or at least cognizant of the 
intended fraud, or even an innocent purchaser acting entirely 
in good faith. In any event, the result was the same. The 
purchaser had acquired a good title to his purchase thus remov¬ 
ing beyond reach the assets upon which creditors may have 
greatly relied. In their stead a creditor could only look to 
cash, which may be easily concealed and more easily dissiT)ated, 
even if the debtor had not removed to other parts without 
notifying his creditors. 

The purpose of the Bulk Sales laws enacted by the various 
states is, then, to prevent the secret sales of goods in bulk. This 
is accomplished by requiring the purchaser either to record or 
to notify personally tne creditors of the seller a certain number 
of days in advance that a sale, transfer, or assignment is to take 
place. Failure to comply with the law renders the title of the 
buyer to such assets defective. With such a warning the creditors 
arc in a position to take whatever measures lie open to them 
for.the protection of their interests. No additional rights or 
remedies are given against the debtor, other than to keep him 
under surveillance. Nor does the law make any attempt to 
prevent the sale, which would be unconstitutional. Its effect is to 
place the creditors upon warning, or if not warned by notification 
of the sale, continues their right to levy upon the assets for the 
satisfaction of their claims. 

Variations in the Laws. —^While the general purpose of the 
laws of various states is the same, the laws vary somewhat in 
their provisions. The statutes may be roughly classified into 
three general groups. There are thirty-three states with statutes 
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which follow the New York form of the Bulk Sales law. The 
New York law provides that any sale, transfer, or assignment in 
bulk of any part or the whole of a stock of merchandise, or of 
furniture and fixtures, otherwise than in the regular course of 
business, shall be void as against creditors of the seller unless 
the stipulations of the haw are complied with. These stipulations 
require the purchaser to obtjiin from the seller prior to the sale 
a full and detailed inventory showing the quantity and cost price 
of each article to be included in the sale and also a written list 
of the names and addresses of the seller's creditors showing the 
amount owing to each, duly verified. At least 10 days before 
taking possession of the merchandise or fixtures, or both, and 
paying therefor, the purchaser must notify personally or by 
registered mail every creditor listed, or of whom he has knowl¬ 
edge, giving the price, terms, and conditions of the proposed sale. 
The purchaser must, furthermore, retain the inventory record of 
the property transferred, furnished by the seller, for 90 days 
subseejuent to the transfer for the inspection of the seller's 
creditors. 

It will be noted from the above, that the purchaser who 
conforms to the requirements enumerated receives a title to the 
assets taken over which the creditors cannot successfully attack. 
Furthermore, no responsibility for the payment of the creditors' 
claims can be imposed on him. By complying with the law 
the purpose of the law has been fulfilled, viz., to warn the cred¬ 
itors of the impending sale so that they may take any measures 
deemed necessary for the protection of their interests. 

If, however, the purchaser fails to comply with the law he 
‘‘shall, upon application of any of the creditors of the seller, 
transferrer or assignor, become a receiver and be held account¬ 
able to such creditors for all the goods, wares and merchandise 
and fixtures that have come into his possession by virtue of such 
sale, transfer or assignment." This is a penalty which no pur¬ 
chaser, obviously, would incur except through ignorance. 

A second group of eleven states® embrace the general fea¬ 
tures of the New York law but usually include the following 
additional stipulations. The purchaser must see that the pro¬ 
ceeds of the sale are applied to the claims of the creditors of the 

6 Florida, Georgia, Idaho, Kentucky, Louisiana, Maryland, Montana, 
Nevada, Oregon, Pennsylvania, Utah, and the District of Columbia. 
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seller; non-compliance with the statute is made both fraudulent 
and void; a false list of creditors knowingly or willfully furnished 
to the purchaser is a misdemeanor and limits the action of the 
creditors to 90 days from the consummation of the sale. 

A third group of states^ have enacted a statute which is 
similar to the statutes already described only in that non-con¬ 
formity to the statute by the purchaser renders the sale void as 
against creditors. Other features of the law are that it applies 
only to persons buying and selling commodities in small quanti¬ 
ties, and no personal notice to creditors is required but notice 
of the proposed sale must be recorded at least 14 days before the 
sale. 

Interpretation of the Statutes. —For the purpose of clarify¬ 
ing some of the questions that may arise in the reader's mind, 
some of the more common questions raised will be commented 
upon. It is not to be assumed, however, that the statements 
made in this section will apply to the statutes of all the vari¬ 
ous states. The statute of a particular state together with the 
decisions of its courts must be consulted in order to construe 
the rights of creditors and the obligations of seller and pur¬ 
chaser. 

A question may arise in the mind of a creditor as to who 
may be regarded as sellers under this law. It is usually held 
to apply to those engaged in buying and selling merchandise for 
profit, whether as wholesalers or as retailers, but not to manu¬ 
facturers. Nor do the law’^s usually apply to farmers, garage 
owners, bakers, restaurant owners, i)ool or billiard parlors, or 
shoemakers. A sale by auction is also exempt from bulk-sales-law 
re({uirements. As to creditors any creditor at the time of the 
sale, whether a merchandise creditor or not, can bring an action 
under the Bulk Sales law. 

In some states a chattel mortgage has been held to be a 
sale in bulk. In such states the mortgagee can insure his claim 
as against creditors only by complying with the Bulk Sales law. 
In some states also the incorporation of a business is interpreted 
as a sale in bulk to the corporation. 

The query is often raised as to the right of a creditor whose 
name may have been omitted from the list of creditors, or the 

7 Arizona, California, Connecticut, and Washington. 
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penalty that may be imi)osed upon the seller for submitting an 
incorrect list either innocently or willfully. If a creditor s name 
is omitted he has no redress given by the statute of many of 
the states. In other states a penally is provided for sellers who 
knowingly make a false statement or list of creditors. Still other 
states require that the purchaser shall see to it that the purchase 
price is distributed ratably among the creditors of the seller. 

Creditors* Remedies.— The creditor can usually avail himself 
of any remedy which he might take for a “fraudulent convey¬ 
ance** where the statute provides for no other exclusive remedy. 
The courts have held that the following remedies may be used: ” 

1. ExecutioJi levied directly against the property transferred in the 
Hands of the purchaser as if no sale had ever taken ]>lace. 

2. Oarnishment proceedings. 

.‘1. Attachment on the ground of fraud (contrary New Jersey, New 
York, and Vermont). 

4. Receiver, accounting and injunction. 

As each of these actions with the exception of receivershii) 
has already been described no further comment is necessary upon 
them at this time. Receivership, broadly speaking, implies that 
the goods were received by the purchaser in trust for the creditors. 
Under the receivership he would be accountable to the creditors 
for all the merchandise or its proceeds which come into his pos¬ 
session. 

The chief practical advantage of the Bulk Sales law is that 
it provides warning to creditors to watch their interests. A 
second advantage is tliat it puts the burden of proof upon the 
defendant in cases where a creditor seeks to set aside the sale 
of goods as fraudulent. The creditor must merely show that 
the sale took place without conforming to the requirements of 
the Bulk Sales law. Having received notice of an impending 
sale the creditor may inquire into the adequacy of the consid¬ 
eration. If the consideration is adequate the seller has as much 
capital as before the sale, although cash is harder to reach for 
the satisfaction of a debt than is merchandise. If the considera¬ 
tion is revealed by the inquiry to be inadequate, the creditor may 

8 See ^ ^ Credit Manual of Commercial Laws, 1941,'' 
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move to prevent the sale on the ground that it is a transfer with 
intent to hinder, delay, and defraud creditors. In the statutes 
of several of the states, however, protection to the creditor against 
a misapplication of the proceeds of a sale is automatically pro¬ 
vided. 
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Text and Research Questions 

1. a. Why is it important for a credit man to have some familiarity with 

the law of contracts? 

h. Name four ways of determining the intent of the contracting 
parties as to the passing of title to goods. 

2. Why is it important to know just when title passes from seller to 
buyer? 

3. a. What action may the seller take to enforce llie contract if tlie 

buyer returns the shipment? 

6. State four causes of the cancellation and returned-goods evils. 

4. a. When may a seller stop goods which are in transit? 

h. What liability does the seller assume if he wrongly str)p8 goods in 
transit ? 

e. Who has a prior lien, the carrier or the seller? 

5. a, \Vlien may a seller exercise the right of rescission? 

h. May a seller who has exercised such a right retain the gootls as 
his own under American law? Under English law? 

(). If a customer obtains the possession of goods by fraudulent repre¬ 
sentation, what action can be taken and on what ground? 

7. a. What is the purpose of the right of attachment? 

6. State five grounds for attachment. 

8. o. If the debtor has property in the hands of a third party or a 

claim against a third party, how may a creditor recover upon it? 

b. What exemptions are allowed to debtors in your state? 

c. How many executions may be in operation at one time? 

9. a. What is the purpose of the Bulk Sales law? 

b. Outline the main provisions of the Bulk Sales law of your state. 

10. What action must the purchaser of goods in bulk take in order to 
secure a good title under the New York law or under the law of your state? 
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11. The Georgia Peach Company of Atlanta, Ga., sold to the X Company 
of New York a truckload of poaches. After the shipment had been placed 
in the hands of the trucking company, a common carrier, but before delivery 
to the X Company, the Georgia Peach Company learned that X was insol¬ 
vent. The company notified the carrier to stop delivery and sul)sequently 
sold the merchandise to A, in Baltimore, at a loss of $200. After the sale, 
X learned that delivery had been stopped and tendered the purchas<» i)rice 
of the peaches to the Georgia Peach Company. 

а. Has X any claim against the Georgia Peach Company t 

б. Has the Georgia Peach Company any claim against X? 

c, Wlio is entitled to the peaches. A, X, or the Georgia l*each (com¬ 
pany? 

Answer fully in each instance. 
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THE INSOLVENT ACCOUNT 

Our discussion of collection protection and credit procedure 
up to this point has been largely under the assumption that 
the debtor could pay if he would, and could be made to pay if 
he would not. Furthermore, our discussion has been conducted 
from the viewpoint of a single creditor, as though no other 
creditor had a right, or might be involved in the case. Indi¬ 
vidual action upon the part of creditors is to be in no sense 
censured so long as such action do(‘S not seriously jeopardize 
their own or the rights of other creditors, or, in some instances, 
the business life of the debtor. When such a point is reached 
it may not be tlui best policy for the various creditors to under¬ 
take numerous single actions. Obviously the interests of all the 
creditors, though they may vary in amount, are alike or nearly 
so. Ilmice c()op(iration or concerted action upon the part ol* 
creditors is the only logical action to be taken.. Such cases 
are usually found to be to some degree insolvent. This and 
the two subsequent chapters will, therefore, deal with the cases 
of debtors where cooi)erativc action seems advisable or is neces¬ 
sary to their own interests. 

The Meaning of Insolvency.—So long as a debtor is abh' 
to pay his bills as they mature no criticism can be leveled at 
him. He is operating to a certain extent upon his own capital 
and (probably) credit. His creditors cannot complain since 
the debtor is adhering strictly to his contractual obligations. 
If the debtor finds himself unable, or if he is unwilling to 
pay his debts when they become due, he is opc^rating not 
solely upon his own capital and credit, but in part upon 
the capital of others. To illustrate, a debtor may owe, let us 
say, $12,000 to merchandise creditors, $4,000 of which is past 
due. The creditors to whom this $4,000 is due may be supply¬ 
ing this capital unwillingly, yet they are unable, at the moment, 
to collect. Eventually they will be paid, since the debtor has 
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plenty of caj^ital to insure the x>ayment even though he cannot 
convert it, or is unwilling to make the necessary sacrifice to 
convert it into cash. Such a debtor is insolvent in one sense 
of the word. 

Let us assume, further, that the debtor ciuinot, by any pro¬ 
cedure which he may adopt, convert his assents into enough cash 
to pay the $12,000 which lie owes. The debtor is insolvent in 
another meaning of the word. 

These two conceptions of insolvency are well defined by the. 
Uniform Sales Act and the Bankruptcy Act. Within the mean¬ 
ing of the former, a person is insolvent who either has ceased 
to pay his debts in the ordinary course of business, or cannot 
pay his debts as they become due. Under the Bankruptcy Act 
a person is deemed insolvent 'Svhenever the aggregate of his 
property . . . shall not, at a fair valuation, be sufficient in 
amount to pay his debts.” There is, therefore, ambiguity in 
the term '‘insolvency.” The person using it must in some way 
convey his meaning of the word, whether in the sense of the 
Uniform Sales Act or within the meaning of the Bank¬ 
ruptcy Act. 

Various Degrees of Insolvency.— -It is plain that under the 
broad term of "insolvency,” as described in the previous sec¬ 
tion, there is a wide variation in this general condition apply¬ 
ing to different debtors. Sometimes houses of excellent reputa¬ 
tion become temporarily insolvent though the debtor would be 
loath to admit it, and, indeed, creditors rarely think of a debtor 
as insolvent until the insolvency becomes chronic and serious. 
Insolvency in its mild form merely calls the collection depart¬ 
ment into activity. The collection department’s activity may 
be somciwhat annoying to the debtor but aside from this fact 
he is not handicapped except to the extent that he is obliged 
to forego casli discounts. If his insolvency increases in degree, 
the collection departments of his various creditors become more 
insistent; certain of his creditors begin to withhold shipments; 
legal actions to compel payments may be instituted, with the 
result that the harassed debtor finds it increasingly hard to 
conduct his business. Under these conditions some debtors are 
able to go on for years, while others are slowly driven to the 
wall. Still others meeting discouragement attempt to preserve 
their own capital by some fraudulent actinn. The interests of 
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creditors in all but the milder or temporary cases of insolvency 
are best conserved by united action. 

Rehabilitation and. Liquidation. —Two courses are open to 
the creditors in the case of a tottering business, depending largely 
upon its condition. If the condition is not serious, and the 
remedy for it can be seen, the business may be assisted in a 
program of rehabilitation. Under more serious conditions a busi¬ 
ness may be partially or wholly liquidated. Either procedure, 
rehabilitation or liquidation, is best effected through the complete 
cooperation of the creditors. The forms which the creditors’ 
action may take and the agencies through which the action may 
be taken will be dealt with in subsequent sections. 

It is safe to say that, in the majority of instances, both 
debtor and creditors defer action too long. Tlie trouble if taken 
in time might be remedied, but the debtor struggles on in the 
hope that business will improve, and the creditors too often are 
not aware of the insolvency until it has reached an advanced 
stage. 

Friendly Adjustments.— Whenever a debtor finds himself 
unable to go on or liquidation impending unless drastic action 
is taken, it is to his interest to preserve the good will of creditors 
toward him if possible to do so. The creditors, on their part, 
wish to salvage as much as possible from what is at best a 
bad situation. In this action the debtor can often be of great 
assistance. It is, therefore, desirable that both debtor and cred¬ 
itors work together even if from only the purely selfish stand¬ 
point of each. Moreover, when credit was extended, the debtor 
assumed an obligation to protect his creditors from loss—an 
obligation which he is bound to fulfil to the fullest extent of his 
powers; while the creditors, on their part, have a humanitarian 
obligation as well as a selfish interest in adopting an attitude 
of complete fairness toward a debtor. Debtors scrupulously 
honest and conscientious may face reversals due to causes en¬ 
tirely beyond their control. Such debtors, at least, are entitled 
to both the moral support and active assistance of creditors who, 
over a series of years, have done a profitable business with the 
now unfortunate debtor. 

Friendly arrangement is the most satisfactory method of 
composing difficulties between debtor and creditors whore there 
is no fraud or serious legal complication. The court is the proper 
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Fig. 64. —Owners’ and creditors’ opinions of major causes of 570 bankniptcies 
in Boston, 1930-1931. From “Causes of C'ommorcial Bankruptcies ’’ Domestic 
Commerce Series, No. 69. p. 13. 
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place to settle bushiess difficulties and controversies involving 
fraud, crime, or complicated questions of law. Court action 
is necessarily expensive. It is, therefore, good business practice 
for business men to settle, as far as possible, difficulties and 
controversies involving ])rimarily questions of fact in a friendly 
manner out of court. 

Extensions. —The least drastic method of composing the diffi¬ 
culties of a debtor who cannot pay his bills is by means of an 
extension agreement.’ By means of extension, the time of pay¬ 
ment of accounts is legally postf)oned to some future date 
mutually agreed upon by debtor jind creditors. This is a method 
of amicable S(‘ttl('ment which is most favorable to the debtor. He 
receives whatever benefit there may be in the extra time granted 
him without material sacrifice on his fiari. The creditors, on 
their part, surrender their right to proceed at once against the 
debtor in the hope that by so doing he will be able to accpiire 
sufficient cash to meet his obligations when they mature under 
the new agreement. 

A distiiK'tion should be drawn in the reader\ mind between 
an extension of time which may be granted to a debtor by a 
single cnnlitor and the ('xtension agrecmient effected by a debtor 
with all his creditors. Credit men acting individually often 
agree to grant a debtor more time in which to pay his account, 
but this obviously is not the cooperative action or common 
agreement of all the creditors to fiostpone the due date of 
payment. 

When to Support the Extension Agreement. —AVhen the 
financial responsibility of a debtor has not been seriously im¬ 
paired, and where the causes of the insolvency are tenqiorary 
and remediable, an extension may jirove the proper medium for 
rehabilitation. The most important consideration on the part of 
creditors is the honesty of the debtor. If this element of char¬ 
acter is lacking, an extension aids the debtor in his dishonest 

1 T'^ndor Chapter XT of the Pankruptey Act both extensions and composi¬ 
tions, or conipronuso settlements, are termed Arrangements. Chapter XI 
of the Bankniptcv Act greatly facilitates arrangements with the result that 
comparatively few extensions and c<mipositions are effected without court 
control under that Act. The Bankruptcy Act does not deai with the de¬ 
sirability of an .\rrangement; it merely provides the machinery by which 
't ^ more easily effected. 
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operation. If the ereditors ai*i* eoiiviiieeil of the (lisiionesty and 
unreliability of the debtor, it is folly to temporize with him. 

The second main eoiisideralion is whether the extension will 
accomplish its purpose. Has the debtor sulTieient. financial 
strength, and is he suflficientl.v competent to extricate himself 
from his present difficulties? Itnle.ss these (piestions of honesty, 
ability, and financial strength can he satisfactorily answered, 
creditors would be acting contrary to their own interests in 
giving the, debtor more time. 

When considering the advisability of an e.xtension the first 
point to develop is the cause and the seriousness of the debtor’s 
position. Certain causes of insolvency an* to be found which 
arc no reflection on either the character or the ability of the 
debtor, while others may impugn his ability though not his hon¬ 
esty. Among the foi-mer are such causes as storm, flood, tornado, 
earth(|uake, and croj) failure, while such common causes of em¬ 
barrassment as lack of capital or too much invested in real estate, 
merchandise or receivables may raise the (piestion of sufficient 
capacity. 

Creditors should carefully consider whether the extension 
agreement is the right action to take before entering into it. 
Not only must they be willing to extend the time of i)ayment, 
but it must be remembered that a d(‘btor working under an 
exten.sion agreement has expo.sed his financial condition. He 
will, therefon*, find it extremely hard to attract new creditors. 
It is necessary under these comlitions for those crislitors who 
have signed the extension agreement to furtiu'r support tlie 
debtor with new merchandise. Such current credits should be 
put on a iironifit iiayrncut basis, and the debtor closely watched 
to see that he fulfils this re(|uiremcnt. 

Credit men arc again cautioned to consider carefully the 
efficacy of the extension in nd,justing the debtor’s difficulties 
before signing such an agreement. Many credit men know from 
experience that c.xtcnsions are often followed by liquidation. In 
many instances, the debtor [deads for his chance, and the cred¬ 
itor, acting Ufion a mere hojie instead of his good business judg¬ 
ment, assents to the extension. Cnless the debtor has a plan 
w’hieh promises success, or the creditors can point to the cause 
of his embarrassment and a way out of it, the extension is 
entered by all fiarties as not even a good gamble. 
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Legal Aspects of the Extension. —A single creditor may 
promise a debtor an extension of his indebtedness, which, how¬ 
ever, is not legally binding u[)on the creditor unless he receives 
some consideration for his promise. When two or more creditors 
agree among themselves, and with the debtor, to an extension of 
the debtor’s indebtedness, a sufficient consideration is present 
to make the agreement binding upon all parties to it. Such an 
agreement may be termed a settlement by contract. It is the 
substitution of a new contract for an old one. Each creditor 
who enters the agreement does so in consideration of the for¬ 
bearance of other creditors. No one creditor, unless released 
from the agreement by the consent of the other creditors, would 
have the right to demand payment before the extension had ex¬ 
pired. No creditor can be compelled to sign such an agreement, 
and no creditor who docs not sign is bound by it.^ 

The extension agreement is usually consummated by some 
individual or bureau acting as the {idjuster. A trust agreement 
may be entered into between the debtor and the adjuster acting 
in behalf of the creditors. Under this method the creditors 
usually assign their claims to the adjuster, which reduces the 
creditors to one single creditor. Having assigned tlieir claims, 
one or two of the creditors are in no danger of jeopardizing 
the possibility of an agreement by insisting upon ])romf)t pay¬ 
ment. The adjuster, if all claims have been assigned to him, is 
in a position to dictate the action of the debtor or compel him 
to liquidate. The creditors, acting as a unit through the. ad¬ 
juster, may permit the debtor full control of his business, or 
it may be continued by th(» adjuster or under his supendsion. 

While the majority of creditors arc usually willing to cooper¬ 
ate with each other, a few creditors may insist upon an immediate 
settlement. Such creditors may retard or even prevent the con¬ 
summation of the settlement, and the difficulty of securing their 
cooperation is increased if they are located at a distance from 
the debtor and from each other. Such creditors, if their claims 
are small, are sometimes ])aid in full. This is often done l)y the 
advice and consent of the larger creditors who arc thus in a 
better position to control the adjustment. In other cases, the 
agreement may be made binding on the signatory parties only 
when a certain percentage, 80 per cent both in number and 
2 Compare Chapter XI, Sec. 3(57 of the Bankruptcy Act, 



THE INSOLVENT ACCOUNT 


573 


amount of claims, for instance, have signed. In such cases, it 
will be understood that the creditors refusing to sign may be 
paid off by the debtor. 

Extension agreements usually call for ])ayments by instal¬ 
ments. The time may be long or short according to the necessi¬ 
ties of the case, and the settlement usually takes tlie form of 
notes. In the event that a series of notes is given, it is well 
to have a provision in them to the effect that u]K)n the default 
of any one of the series the balance becomes due immediately. 
Otherwise, each note must be sued on se])aratoly as it matures. 
This means, practically, that the later maturing notes will have 
little or no value. The earlier notes will involve the debtor in 
litigation which will i)robablc consume whatever e(iuity he may 
have in the business. 

Composition Settlements. —There are many cases where the 
debtor is worthy, but the circumstances are. such that an exten¬ 
sion would be futile. It would merely ])ostpone more drastic*, 
action. If the investigation discloses that tlio debtor’s affairs 
are badly involved, or where it is ewidemt tliat an actual dc'ficit 
exists, it is very improbable that the debtor could regain liis 
feet. It is obvious that if he cannot ])ay if givcm time to do so, 
he never will, or at least it is very iniprol)able that he ewer 
will be able to pay his creditors in full. Under such conditions 
the debtor is somelimc's able to arrange what is 1(*rmed a ‘‘com¬ 
position setthmient” with his creditors, whereby he*. becomc'S 
released of that ])ortion of Ids indebt(*dn(‘ss whic’h lu*. cannot pay. 

The composition is a settlement by contract betwc'cn the* 
debtor and his creditors (not necessarily all) wherc'by (‘ach of 
the creditors, in consideration of each other’s promise to do 
likewise, agrees to release the debtor from a state'd percemtage 
of his indebtedness to each. The new contract may call for cash 
l)ayment, a note se*ttlement, or a combination of cash and note's. 
Such a settlememt is known as a “common law composition.” 

Consielerable uncertainty exists in the minds of some credit 
men as to whether the common law comyrosition is bineling u])on 
any cre^ditors unless all creditors enter into the agreement. In 
theory, all creditors should be a party to the agreement, since* 
the composition is presumed to be a settlement with all creditors. 
Tf all creditors do not enter the agreement, one of the signing 
creditors might seek to set aside the composition on the ground 
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that it was obtained by fraud. The agreement may, however, 
stipulate the conditions under which it becomes effective, and 
any creditor signing it is bound by that condition. 

The composition settlement may be brought about on the 
initiative of the debtor, or a creditor who has made some in¬ 
vestigation of tlie debtor’s affairs may call a meeting of creditors 
to consider the action which it is most advisable to tak(‘. As 
in the case of the extension, a settlement may be made more 
certain if the claims can be assigned to a committee or a single 
adjuster, who tlu^n procecnls to negotiate with the debtor. Over¬ 
tures, however, arc more often made by the debtor who ap¬ 
proaches the creditors singly or calls a meeting of creditors for 
the puri)osc of laying his affairs before them and submitting his 
offer. The settlement is often difficult to attain because a few 
creditors will be found who are not amicably dispos(‘d toward 
the d(‘btor, and this presents an obstacle somewhat difficult to 
overcome. 

When Is a Composition Settlement Justified?— In a sense, 
the composition settlement is a liquidation of the business or a 
sale of the assets by the creditors. Under this form of licpiida- 
tion the present ])roprielor of the business is found to be tin? 
most logical purchaser of it. Tn other words, the assets can be 
sold to him for the largest amount that could be realized and at 
the lowest cost. To illustrate, let us assume that a l)usiness shows 
a relation of 80 per cent of assets to liabilities. In theory, these 
assets belong to the creditors, and a nu'thod in fact can be foiuid, 
by law, for the creditoi's to take them. Instead of resorting 
to various legal methods, the creditors, in effect, consider the best 
means of dis]msing of the assets. In a forced liquidation, that 
is, li(piidation by law, the assets would realize much less than 
their book value. If liquidated by bankruptcy, the value of 
the assets would be considerably dissipated by the various fees 
and cost of licniidation, so that 25 per cent might be considered 
Ihe maximum dividend to be obtained. It is plainly to the ad- 
>’antage of the creditor to accept the debtor’s offer of, let us say, 
40 per cent in such a case. A prompt and satisfactory settlement 
under the conditions is thus effected, whereas bankruptcy i)ro- 
ceedings use up the time of creditors and cause many of them 
considerable trouble, worry, and expense. 
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A composition settlement, however, is not always justified by 
a monetary return. The honest and competent, thoup:h perhaps 
unfortunate, debtor is entitled to tlie consideration and assistance 
of his creditors. It is as much the riirht and duty of business 
men to help such debtors as it would be to subscribe to a fund 
for the relief of the physical sufTerins? of the masses of a com¬ 
munity stricken by a catastrophe. The dishonest debtor desei’vt‘s 
no such consideration. It is a principle with p:ood credit men 
never to barj^ain with fraud. If the compromise'!* puts thi’oujxh 
an advantageous settleme'iit for himself, then he cheats his 
creditors. If, on the other liand, creditors get tlu* better end 
of the settlement, they have handica])p(‘d the di'btor, and it will 
be only a matter of time before he will be compi'lled eitlier to ])ut 
through another even cheaper settlement oi* retii-e fi*om busiiu'ss 
through some other form of licpiidation. The composition set¬ 
tlement should not be lightly entered into by creditors. In too 
many cases, debtor and creditors tiy to drivi^ as hard a, bargain 
with each other as ])ossible. Too often tlu^ (piestion of creditors 
is ‘‘How much will the debtor ])ay’’ instead of “How mucli 
can he ])ay?“ A stronger resistance to such compromises wmdd 
tend to encourage tlirift and business effi(*i(*n(*y, wlu'rc'as too fri'c' 
an a])y)roval of the principle of tlie composition setth'inent is but 
a cordial invitation for such ^)ffers. 

Assignments. —The financially involvi'd di'btor may b(^ (‘itlu'i* 
unwilling or unable to effect an extension or (‘omposition settle¬ 
ment with liis creditors. Yet he ri*alizes that h(^ cannot go for¬ 
ward without some drastic action beiiig takc'ii against him. H(; 
may choose to select the form that the liciuidation of Ins businc'ss 
may take rather than to liave his cn'ditors forces the action 
through bankruptcy ])rocedure. Accordingly, h(^ may make* an 
assignment for the benefit of his creditors. Or, since such an 
assignment is an act of bankruptcy, this m«iy be the dc'btor s 
method of bringing about a petition in bankruiitcy without vol¬ 
untarily filing such a petition himself. By means of the assign¬ 
ment, a debtor, generally insolvent, transfers to another his 
property in trust, to apply the yiroiierty u[)on the payment of 
his debts. The assignment is presumed to give the creditors 
confidence in the good faith of the debtor and to provide an 
efficient and economical means of converting the assets into cash 
and distributing it to creditors. 
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Advantages and Disadvantages of Assignment. —Assign¬ 
ment provides certain advantages, at least in tlieory, which are 
not possessed by any other method of liquidation. More may 
be realized from the assets by an efficient assignee who is free 
to use everyday business methods than is usually realized from 
the sale of assets through methods pn^scribed by the bankruptcy 
law. Besides the greater sum realized in the sale of the assets, 
liquidation may be accomplished with greater efficiency and at 
less cost. The creditors may at their discretion permit the 
assignee to continue the business and wait for a favorable market 
in which to dispose of the assets. 

Possessing such possible advantages, it would seem that the 
assignment would be a favorite method of amicably liquidating 
Ji business for the benefit of creditors. But there are certain dis¬ 
advantages. The assignee is the ajvpointee of the debtor, and 
because of that fact he may not enjoy the confidence of cred¬ 
itors. It is felt by the latter that the assignee is often merely 
the tool of tlie debtor who can control tlie ])rocedure for his own 
gain. A second disadvantage is the uncertainty of the trustee¬ 
ship. Since assignment has been made one of the acts of bank¬ 
ruptcy, and since some of the creditors will be susi)icious of 
the debtor^s motives, assignment is often ])romptly followed by 
a petition of bankruptcy. Creditors, however, who have as¬ 
sented to the assignment are precluded from filing a ])etition in 
bankruptcy. A disadvantage from the debtor ^s standpoint is 
the fact that he is not discharged from liis debts except as such 
discharge may be voluntarily given by creditors. Some states, 
liowever, provide for a discharge of the debtor from his debts, 
in which case the discharge is effective as against creditors within 
that state but not effective as against creditors from without. 

Practically every state has on its statute books a law deal¬ 
ing with assignments for the benefit of creditors. These laws are 
far from iinifonn, but they all place some restrictions upon the 
assignee and give an insolvency judge practically all the powers 
vested in a court of equity. The powers of the assignee are 
usually limited by the express terms of the instrument of as¬ 
signment and may be further limited by the statute of the state. 

The duties of the assignee are to collect, preserve, and dis¬ 
tribute the assets assigned, without preferences, except such as 
may be prescribed by law or by the instrument of assignment. 
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Notice to creditors of the assignment and an invitation to file 
claims are usual statutory requirements, and, in the absence of 
statute, it is the duty of the assignee to give notice and a reason¬ 
able opportunity to file claims. Either the assignee may be 
discharged from his trust by a voluntary act of all parties inter¬ 
ested in the estate, or he may be compelled to account for liis 
trusteeship in appropriate court proceedings, instituted by in¬ 
terested persons.* 

Receiverships. —A condition may develop in a debtor’s busi¬ 
ness which requires some measure of general protection either 
for the debtor or for the creditors or for both. An extension 
may not be regarded as the proper remedy under the circum¬ 
stances or cannot be effected because of the refusal of some 
creditors to agree to it; the composition settlement may be un¬ 
necessary because the debtor may have sufficient assets, if given 
time to liquidate tliem, to meet his liabilities; and for the same 
reason the debtor is unwilling to make an assignment for the 
benefit of his creditors. A procedure wliich combines some of 
the features of the extension and the assignment and also pro¬ 
vides for either the continuation or the li(iuidation of the busi¬ 
ness is found in the statutes relating to equity receiverships. 
An equity receivership, like the extension, defers the date of 
payment, and at the same time it establishes a moratorium which, 
instead of ending at a fixed time, remains in force at the dis¬ 
cretion of the court. The receiver, like the assignee, is presumed 
to be a disinterested third party acting with favor toward none 
but with equal justice toward all. 

The general duties of the receiver in equity are to take charge 
of and safely keep and account for all property over which he 
is appointed a receiver. He is under the strict control of the 
court by whom he is appointed, subject at all times to his direc¬ 
tion and orders. As a rule, the receiver continues the business, 
often with the cooperation of creditors, or a creditors’ committee. 
The receivership is terminated by the discharge of the receiver 
by the court when the need of the receivership is over or the 
business has been liquidated or successfully reorganized and 
rehabilitated. 

Causes for Equity Receiverships. —A receiver in equity may 
be appointed on the application of either the debtor or one or 

3 See ^'Credit Manual of Commercial Laws,” p. 476, 1941. 
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more creditors. The appointment, however, is not lightly made. 
The court will not remove the debtor from the conduct of his 
own business upon the application of a creditor without good 
cause. Nor will the court lightly deprive the creditor of his 
right of action at law in enforcing his claim upon the debtor. 
On the other hand, a creditor need not stand by and sec his 
claim become valueless through litigation brought by others, in¬ 
ternal dissension, or for other causes. Insolvency is not a cause 
for the appointment of a receiver in ecpiity, or more proi)crly 
stated, the appointment of a receiver when the debtor is in¬ 
solvent is usually ineffective, since such an appointment is an act 
of bankruptcy and is Tisually followed by a petition in bank¬ 
ruptcy. 

Tluu'e. are four general classes of cases in which a court will 
a I) point a receiver: 

1. Wlujre there is no person competent by reason {)f interest or 
otherwise to take the custody and manaj^enient of the ])roperty which 
constituted the subject matter of litigation. 

2. Where, although all of the parties may be equally entitled to 
l)ossession and control of the property, still il is not proper that any 
of them should have i)()ssessi()n or control of it. 

Ik Where the person holding the ])ropcrty occupies a ])osition of 
trust relation and is violating his fiduciary duties. 

4. Where, after the rendition of a judgment or decree, the ordinary 
jirocesses of the court cannot carry the judgment or decree ink) (*lT(*ct.‘' 

It will be stHui that the object sought by the appointment of 
an eipiity receiver is to preserve the estate for the creditoi*s 
during readjustment, reorganization, or litigation, which is to 
decide the rights of litigant f)arties or to establish what is iii 
(‘ffect a moratorium in behalf of the debtor. 

Duties of the Receiver. —The receiver in ecpiity may be aj)- 
])ointed either by a state or a federal court of equity. If ap- 
])oinlment is by a state court, the receiver can take possession 
of only the jirojicrty within the state. Since the jurisdiction of 
a court ends at the boundaries of the state, for any property 
of the insolvent located in another state, ap])ointment of an 
ancillary receiver must be made by a court of that state. The 
same receiver or different receivers may be appointed by the 
various states’ courts. 

^ Tardy, * ‘ Smith on Receivers ,' ■ p. 2;k 
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A receiver in equity may be ai)i)oinled by a federal court 
upon the petition of one or more creditors at least one of whom 
must be a resident of a state diftereiit from the debtor*s. To 
give the federal court jurisdiction tlie petition must re])resent 
claims in excess of $3,000. Any creditor desiring to intervene 
in the proceeding may do so by filing a notice of intervention, 
utter which lie is entitled to notice ot all subse([uent proceedings. 

The receiver is simjily an officer of the court, subject to the 
control of the court and with limited discivtionary powers, lie 
is at all times subject to the ordei-s and diivctions of the court, 
lie must be indifferent to the interests of the ])arties involved. 
He operates the business or licpiidates it for th(‘ benefit of botli 
owner and creditoi*s. He should have some knowledge of the 
kind of business for which he is receiver. Sometimes the court 
may appoint more tlian one receiver, in whi(*h case on(‘ of the 
receivers is often the owner of the business, a partneu*, or a. ni(‘m- 
ber of the corporation, as the case may be. A prim'ipal c'reditoi* 
may be appointed. Frcfjuently, the creditors assist in managing 
a business or are in close cooperation with llie managiunent. A 
receiver is not personally res])onsible for his official acts, but 
he is liable for any fraud or negligence of his own wluu’i^by in¬ 
jury accrues to the property intrusted to him. 

The fees allowed the receiver and his attorney ari^ set in 
the discretion of the court, with the n‘sult that then* appears 
to be a considerable divergence in f(*es of different cast's. The 
amount allowed is fretpiently in excess of the corresponding fees 
allowed in bankruptcy. Hcpiity courts recpiire etiuity receivi'is 
to render strict account of the receivership, and tln^ I’esponsiliility 
does not cease until tlic rec(‘iver is discharged by the court. 

Creditors’ Rights in Equity Receiverships.— U(*ceiv(‘rship 
does not materially change tlui natun* of the l(‘gal rights of 
creditors. It does, however, suspend those* rights. Since the* 
power of ])Ossession of the receiver is dei'ived from tin* court, 
no unauthorized interference with the receivership will be tol¬ 
erated by the court. A creditor nniy not enforce, his legal riglits 
except by express permission of the court. A creditor who brings 
an action in one court against a receiver ap[)ointed by another 
court without the consent of the latter court is guilty of con¬ 
tempt of that court. Even though a cr(*ditor may suffer dam¬ 
age by the delay, he may not be permitted to sue on the ground 
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that the greater rights of all are superior to the interests of the 
individual. Creditors have a right to examine all books, docu¬ 
ments, and papers in the hands of the receiver. Suit may be 
permitted by the court to determine the validity of a doubtful 
account. 

As business is frequently continued under a receivership, 
creditors are interested to know where the liabilities for debts 
contracted under the receivership lie. Any person contracting 
with a receiver should satisfy himself that there are sufficient 
assets in the hands of the receiver to satisfy the liabilities which 
the receiver in his oflBeial capacity is assuming. Furthermore, 
it should be determined that the receiver is acting strictly within 
the limits of the power granted to him by the court. The lia¬ 
bility of a receiver is official and not personal, except where he 
is personally at fault. A judgment obtained against him in his 
official capacity creates no personal liability. A receiver will be 
protected in any act done under the orders of and according to 
the dir(K*tion of the court, and the court order under which he 
acts will be a complete defense to personal liability in any action 
or proceeding. But if he goes beyond his instructions, he will be 
personally resi)onsible. 

Tlie creditor\s right against the debtor continues after the 
receivership has been terminated. No discharge of the debtor 
from debts or liabilities is obtainable in either federal or state 
receivership proceedings. 

The Bankruptcy Receivership. —The receivershi]) in bank¬ 
ruptcy is referred to in this chai)ter i)rinci pally for the j)ur])ose 
of emphasizing the distinction between the equity receiverslii[) 
and the bankruptcy receivership. Both are receivers, and both 
function under the direct su])ervision of the couit, but the courts 
are different, and the laws under which they act are different, 
though the same judge may preside over both. The two receiv¬ 
ers do not function at the same time. The equity receiver may 
be succeeded by a receiver in bankruptcy, the usual result if 
the debtor is insolvent, while the successor to the receiver in 
bankruptcy is the trustee. Furthermore, the aim, whether ac¬ 
complished or not, of the equity receiver is usually to consen^e 
and protect the assets with the view to returning them ultimately 
to those entitled to them. 
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The purpose of bankruptoy is tlie liquidation of the estate. 
There are two forms of corporations wliich, tlu)uj 2 :li they may 
be insolvent, are always administered, or licpiidatc'd, in a. court 
of equity. They are insurance and baiikin*]^ corporations. The 
reason for this is that, as stated in the previous section, the 
equity receivei-ship does not discharjje the di'btor from his or 
its liabilities, while ])ankru])tcy, if the provisions of tlie act are 
complied with, does provide a discharj^e of the bankruj)!. It is 
held to be contrary to ])ublic i)olicy to absolve the corporations 
specified from their liabilities. Other distinctions in these two 
forms of receivership will be made more apparent with a study 
of the bankruptcy act and bankru[)tcy procedure. 
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Text and Reference Questions 

1. Why is it advisable for creditors to a<*t coo|MTativeIy in handling 
cases of insolvency V 

2. What is the di.stinctioii ]>etweeii the two <M)mmon conceptions of 
insolvency V 

:i. Wliy an* business adjustments of cases of insolvein*y pn'L'rable t«) 
adjustments l)y <*ourt action? 

4. a. What two (juestions should Iw answerefi in the ailirmative before 

the creditor assents to an extension? 
b. Are extensions usually satisfactory remedies? 

5. o. What is the consideration in an extension agreement that gives it 

the form of a contract between debtor an<l creditors/ 
b. State two reasons why creditors often refuse to sign an extension 
agreement. Are these reasons justifiable? 

(5. a. Why is it usually n(?cessJiry for all the creditors to sign the (iom- 
position agreement? 

6. Why is it difficult to determine what would be an equitable com¬ 
position? 
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7. What caution should be observed in accepting notes under either the 
extension or composition agreement? 

8. Why is assignment for benefit of creditors so frequently followe<I by 
bankruptcy procec<lingsV 

9. a. What is the distinction between a receivership in equity and a 

receivership in bankruptcy? 

ft. What caution should a seller observe in selling goods to a re¬ 
ceivership? 

c. Under what conditions would you approve the <*ontinuance of a 
business by a receiver in bankruptcy? 

10. The X Company, conducting a department store, has become very 
slow pay and some creditors liave begun to threaten to take drastic action. 
Suits resulting in judgments would greatly hamper the management in its 
o[)erations, if they did not precipitate bankruptcy. Your concern is the 
largest creditor. You, the credit manager, have analyzed the situation and 
found that the concern has a large amount of overdue accounts, and is 
heavily stocked with merchandise. To add to tlie difficulty it is learned 
that the street where the business is located is being repaved. Tlie concei M 
has been in business 18 years and is well regarded. You have examined the 
acc.ounts-payable lodger and have found there are 29 creditors of less than 
$100 ea<di whose claims aggregate $1,508 while there are 18 creditors wliose 
claims aggregate $19,420. The bank loan of $10,000 is secured. 

Draw up (a) a plan for handling the situation and (ft) present the diffi¬ 
culties likely to be encountered together with (c) your arguments in support 
of the plan. 



CHAPTER XXVIII 


BANKRUPTCY 

The Bankruptcy law is a IVdoral law. \Yith its prosont 
amendments it provides the creditors of an insolvent estate with 
the machinery for proin])t and eillicient realization and |)ro rala. 
distril)ution of the debtor’s assists. d'lu‘ law also provides, as 
alternatives to the above, the means to effect eitluu* an arranj?(‘- 
ment' or, in the case ol! a corporation, a reorj^anization. It also 
])rovides that the debtor may, under certain conditions, secure a 
discharge from his debts. 

The law has the threefold purpose of safeguarding the ii\- 
terests of all the creditors, relieving honest debtors from (h‘bts 
whicii they cannot ])ay, and Inmefiting society at large. It safe¬ 
guards the interests of creditors by previMiting ])ri*fiM*ential pay¬ 
ments and by preventing a small minority of creditors from 
blocking a settlement favored by tlie majority. It holds in 
abeyance other legal means of colh»ctions which might be r(»- 
sorted to otherwise and which would involve l)oth debtor and 
creditors in constant litigation. In fact, such a condition 
existed prior to the enactment of the ])n‘sent law. A suit on 
a debt, if the debtor was not in tiie strong(‘st cr(‘dit [)Osit.i()n, 
was a signal for all creditors to rush in and olffain judgments, 
for judgments had preference in execution according to tlu^ 
order in which they were filed. Tlu^ first to fib* judgments, 
therefore, often received 100 per cent sedthiment, while creditors 
filing later judgments received nothing. 

The law, mainly through amendments cnact(‘d in 1932, 1933, 
1934, and 1938, strives further to safeguard the interests of 

1 The Bankruptcy A<*t defines an arrangement as *‘any plan of a debtor 
for the settlement, satisfaction, or extension of the time of payment of his 
unsecured debts, upon any terms.’’ Keal Proi)erty Arrangements affecting 
secured creditors are also provided for. 
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creditors. A small minority of creditors may bo prevented from 
forcing a liquidation. As an alternative to liquidation, a means 
to a continuation of the business through an arrangement or 
rciorganization is pr(*sented. When a debtor lias become insol¬ 
vent, that is, when his assets are less than his liabilities, he has 
lost liis equity, and the assets really belong to creditors—all 
creditors. The law as now amended gives fuller recognition to 
the principle of majority rule. 

A second purpose of the Act is to give relief to an honest 
d(‘btor. A d(‘btor who has turned over all of his jiroperty as 
requin'd by law to his creditors has discharged his legal obliga¬ 
tion to them. He may go forth with the knowledge that what- 
cv(^r lie may subsequently produce is his. Thus he has an 
incentive to begin anew. Were the condition otherwise, he 
would feel that his future was mortgaged, that, strive as he 
might, the fruit of his labor would go only to enrich others. 
Only the most courageous would under such circumstances be¬ 
come producers. The weaker debtors would, in many casi's, 
become burdens upon friends and relatives, or even mendicants 
and jiublic charges. 

It is plain to be seen that the public at large benefits by 
bankruptcy legislation. Credit is extended with greater con- 
fuh'iice, and there is less nervousness upon the part of creditors 
when the wt'ak position of a debtor is recognized. This con¬ 
fidence promotes industry. Society, too, is benefited by the pro¬ 
vision of the discharge of the debtor tvhich encourages him to 
remain a pi’oducer rather than to become a burden on society in 
general. Knowing that such fair treatment will be accorded 
him, he is less inclined to dishonesty when he realizes that fail¬ 
ure is impending. A third purpose of bankruptcy legislation, 
therefore, is seen in this jirotection of society in general. 

The Credit Man’s Interest in Bankruptcy. —There arc a 
number of r(‘asons why the credit man should make a careful 
study of both the Bankriqdcy law and bankruptcy procedure. 
To safeguard the creditor’s interest is as much the credit man’s 
duty as is the selection of credit risks. A know^ledgc of Bank¬ 
ruptcy law is, therefore, as essential to the credit man as is an 
analytical ability in the inter])retation of financial statements. 
The Bankruptcy law is complex and technical and therefore 
challenges the credit man’s interest. Moreover, the bankruptcy 
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courts provide a battlcj^rouiul where interests of debtor and 
creditors may clash and under whose rules the issue must be 
finally fought out. 

Ideal as the law itself is in ])urpose, and it must be remem¬ 
bered that it is the result of centuries oL* laws and experience, 
in practice it freciuently falls far short of the ideal at which it 
aims. While criticism will be withheld until the main provisions 
of the law have been discussed, the reader should have in mind 
the dissatisfaction with any bankruptcy law and proceed with 
the study of it from a critical point of view. Still another rea¬ 
son for the credit man’s interest in the Ihinkruptcy law is that 
the law is ])rimarily a creditors’ law. Throughout the Act it is 
provided that the creditors shall control tlie procedure in so far 
as possible. Naturally, the credit man should be thoroughly 
familiar with the tool with which he works. 

Bankruptcy Laws of the United, States.— When our early 
statesmen prepared and adopted our great (knistitution tliey 
wisely provided in Art. I, Sec. 8, Clause of the Constitution, 
that “the Congress shall have power . . . to establish . . . uni¬ 
form laws on the subject of Baiikrui)tcies throughout the United 
States.” 

We have had four Bankrui)tcy Acts in the life of our nation, 
with lapses in between when the handling of insolvencies has 
been left to the various states. The first federal act was enacted 
Apr. 4, 1800, and repealed Dec. 19, 1808. Tin* second was not 
enacted until Aug. 19, 1841, and was ref)ealed Mar. 3, 1843. 
The third had a longer life, IxMiig enacti'd Mar. 2, 1867, and 
repealed June 7, 1878. The fourth act is still in forces, though 
there have been movements to have it repc'aled. It was enacted 
July 1, 1898, and has been amended at av(»rag(^ intervals of four 
years since its (nactment. The latc^st aTnen<lm(;nt, known as the 
(9iandl(n* Act, became effective Sept. 22, 1938. Through this 
ainendmcmt tin? Act has receiv(*d its most thorough revision in 
the forty years of its life. 

All of the states have enacted insolvency laws, but these laws 
are inoperative as long as there is a federal act in existence. 
With a repeal of the federal law the various state laws would 
control liquidations within their n*spective jurisdictions. It is 
the federal law, known as the Chandler Act, to which the re¬ 
mainder of this chapter will be devoted. 
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The ‘‘Depression Amendments.”— During 1933 and 1934, 
several amendments of the Bankruptcy law were enacted de¬ 
signed to alleviate the condition of debtors of several classes. 
While, as has been stated, a main function of the bankruptcy 
law was to provide the machinery for the liquidation of the 
insolvent debtor’s assets, the amendments had as their main pur¬ 
pose the prevention of a forced liquidation. This purpose was 
to be accomplished through extensions, compositions, and reor¬ 
ganizations. While there has long been dissatisfaction with the 
bankruptcy law, and many different agencies have been working 
upon improvements of it, the “depression amendments” were 
somewhat hurriedly forced tiirough Congress. Ambiguities, con¬ 
tradictions, and uncertainties w^cre the result, not only of the 
numerous previous amendments of the Act, but also of the 
hurried tinkering to meet the exigencies of the mid-depression 
period. It was to correct these recognized faults that the Act 
was given a thorough overhauling. Undoubtedly the perfect 
law has not yet been framed. Time and experience, as well as 
inevitable change in economic conditions, will ever call for fre¬ 
quent revisions. To one interested in the history of bankruptcy 
legislation, the Chandler Act presents a further and interesting 
development. Stress has shitted from a law designed to liquidate 
an insolvent business to one designed to avoid the liquidation of 
a business. It is an attempt to maintain the i)roduction and the 
employment of the owners and employees of an insolvent busi¬ 
ness. Whether it will prove beneficial to society is a question not 
yet fully answered. 

Options under the Law.— The Chandler Act provides the 
debtor with several o])tions. The individual debtor may be ad¬ 
judicated a bankrupt and his estate liquidated, or he may bring 
about an arrangement of his affairs under Chapter XI of the 
Act. If the individual debtor is burdened with debts secured 
by real property, special procedure is provided in Chapter XIT, 
which permits a settlement, satisfaction, or extension of such 
debts. Partnerships have the same options available to them 
with a section of the law (Sec. 5) clarifying questions peculiar 
to a partnership. 

If the debtor be a wage earner, he may voluntarily file a 
petition in bankruptcy and later secure a discharge from his 
debts, or he may avail himself of the special provisions of Chap 
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ter XII under which he may arrive at an agreement with his 
creditors both securetl and unsecured ior a settlement of his 
debts out of future earnings. 

The Chandler Act gives a debtor corporation options de¬ 
pending upon its circumstances. It may be licpiidated under 
regular bankruptcy proceedings or it may effect an arrangement 
under Chapter XI of the Act. If, because of the coin])lexity of 
its case, it cannot secure adequate relief under the i)rovision for 
arrangements it may reorganize under the provisions of Chap¬ 
ter X. 

Obviously, any procedure other than liquidation of any type 
of debtor must have creditor assent as ])rovided by the law. 
These various options are covered by subsecpient sections of this 
cliapter. 

Who May Become Bankrupt. —Although our laws have 
never drawn a distinction between traders and non-traders, not 
every debtor, even though he be insolvent, has the privilege of 
becoming a bankrupt. The restriction, however, applies to o»dy 
five classes of corporations, viz., municipal, railroad, insurance, 
or banking corporations or building and loan asso(*iatio7KS. These 
corporations, obviously, may become insolvent, and their assets 
entirely liquidated, but not by bankruptcy procedure or through 
the bankruptcy courts. These five classes of corporations are 
never legally discharged from their obligations. P>ecause of 
their quasi-i)ublic nature it is held contrary to |)ublic i)olicy to 
permit them to seek the certain privileges accorded to a bank¬ 
rupt. Any ])erson, ])artnership, corporation (except as noted), 
etc., may become a voluntary bankrui)t. 

Anyone who may become a voluntary bankrupt may be made 
an involuntary bankrupt, with the following exce[)tions: A wage 
earner or a farmer cannot be thrown into bankruptcy. AnotluT 
reciuirement is that the indebtedness must aggregate at least 
.$1,000. Furthermore, the involuntary bankrupt must have per¬ 
formed one or more of the six definite acts which constitute 
bankruptcy within 4 months prior to the date on which the ])e- 
tition is filed. 

Involuntary bankruptcy originates with the filing of a peti¬ 
tion with the federal court by three or more creditors whose 
claims aggregate $500 or over; or, if all creditors are less than 
twelve in number, one creditor with a claim of $500 may file the 



588 CREDIT AND COLLECTION PRINCIPLES AND PRACTICE 


petition. The petition filed by the creditors in an involuntary 
action alleges the commission of one or more of the acts of 
bankruf)tcy, and the petitioners pray that the debtor be ad¬ 
judged by tlie court to be a bankrupt within the purview of 
said acts. While in credit practice a debtor is said to be a 
bankrupt as soon as a petition is tiled, as a matter of fact ho 
is not a bankrupt until so adjudged by the court, but when ad¬ 
judged, his bankruptcy dates not from the date of his adjudica¬ 
tion, but from that of the petition. 

The Acts of Bankruptcy. —^As indicated above, a state of 
bankruptcy is created by the filing of a petition which alleges 
tlie commission of one or more of the six acts of bankruptcy 
within 4 months of such filing. In a voluntary action, the filing 
of the ]ictition itself constitutes an act of bankruptcy, viz., 
Act 6. The mere insolvency, no matter how serious, of a debtor 
does not give cn'ditors tlie right to have him adjudicated a 
bankrupt. But it will be seen from the acts that they provide 
a. means whenciver insolvency exists to force the debtor to com¬ 
mit an act of bankruptcy and thus to bring the administration 
of his estate into the bankruptcy court. 

Insolvency, as will be seen by the acts themselves, is a pre- 
rofiuisite to most of the acts of bankrufitcy. It should, therefore, 
be clearly defiiu'd. According to Sec. 1, Art. 19: 

... a person shall ho (locined insolvent within the provisions of this 
Act whenever the aggregate? of his pro])erty, exclusive of any property 
which he may have (‘onveyed, transferred, concc?aled, or removed, or per¬ 
mitted to bt! ('oncealed or removed, with intent to defraud, hinder, or 
delay his creditors, shall not, at a fair valuation, he sufficient in amount 
to pay his debts. 

The intent and meaning of some of the acts themselves is 
somewhat obscure. They will, therefore, be briefly commented 
on when necessary and are as follows: 


First: 


Conveyed, transferred, concealed, or removed, or permitted to be eon- 
C(?aled, or removed, any part of his property with intent to hinder, delay, 
or defraud his creditors, or any part of them. 

The first Act of Bankruptcy needs no explanation. 
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Sexond: 

Transferred, while insolvent, any portion of his property to one or 
more of his creditors with intent to prefer such creditors over his other 
creditors. 

The reader’s attention is called to two conditions in this aet. 
The debtor must be insolvent, and he must have made a i)rerer- 
ential transfer 'Svith intent.” Without such a stipulation a 
debtor could luirdly transact any business after tlie moment he 
became insolvent without committing an act of bankruptcy. 11 is 
first payment of a jjrecxisting debt would constitute such an act. 
As the Act reads, it does not deprive the di^htor who is acting 
ill good faith from liis cluuice to make a success of his busiiu'ss. 
Where a preference, ivliicli will be interpreted as sucli, is given, 
the aet provides that (See. 60 h) ”Any such preference may In* 
avoided by the trustee if the creditor receiving it or to be bem*- 
fited thereby or his agent acting with reference thereto has, at 
the time the transfer is made, reasonal>l(^ cause to lielieve that 
tlio debtor is insolvent.” Tii practice, sucli rc'coveric's do not 
always take place. TIk^ cre<Iitor holds the vi(‘\v that ‘‘iiossession 
is nine points of the law.” lie is on the <l(deusive, a position of 
strength, too formidable oftentimes for the trustee to assail it. 

Third: 

Suffered or permitted, while insolvent, any creditor to obtain a lieu 
uiJoii any of liis property through legal pror.(*ediiigs and not having va¬ 
cated or discliarged sucli lien within .‘10 ilays from tlie date tliereof or at 
least 5 days before the date set for any sale or other disjiositioii of such 
property. 

This would result in depleting an insolvent debtor’s estate*, 
to the benefit of the creditor obtaining the ])refercnee and to the 
detriment of all other creditors. This act cither enables a 
creditor to collect by means of a judgment or other lien or fur¬ 
nishes a cause for filing a petition in bankruptcy. The insolvent 
debtor may succeed in staying bankruptcy proceedings for a 
time, but his princii)al method of preventing a sale or other 
disposition of property after a judgment is taken is by an appeal 
to a higher court. Eventually, the creditors will prevail. 

Nor can a creditor obtain a lien and, through no attempt to 
enforce it, let it ripen after 4 months’ time into an unassailable 
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l^reference. This act effectively deals with the creditor who 
would obtain an advantage over other creditors. 

Fourth: 

Made a general assignment for the benefit of his creditors. 

Many insolvent debtors though realizing the necessity of 
liquidation seek to avoid the stigma of the term ''bankruptcy.'^ 
Were it not for the fourth act of bankruptcy, a debtor could 
manipulate the li(iuidation of his own estate by making an as¬ 
signment to one friendly to him although ostensibly for the 
benefit of creditors. In order to make the Bankruptcy Act 
supreme over all laws for the liquidation of insolvent estates, 
an attempt to circumvent bankruptcy becomes an act of bank¬ 
ruptcy. 

Fifth: 

While insolvent or uniible to ] ay his debts as they mature, procured, 
permitted, or suffered voluntarily or involuntarily the appointment of a 
r<*eeiver or trustee to take charge of his property. 

The purpose of this act is largely the same as the purpose 
of the foiirlh act. The Bankruptcy Law provides the plans for 
li([iiidati()n, reorganization of corporations, or the arrangement 
of the debts of any type of debtor. These two acts make it im- 
])ossible for a debtor to circumvent the will of the creditors who 
may wish to avail themselves of the machinery thus provided. 

Sixth: 

Admitted in writing his inability to pay his debts and his willing¬ 
ness to be adjudged a bankrupt. 

This act needs no explanation. It is often a means of enter¬ 
ing by an involuntary procedure what is virtually voluntary 
bankruptcy. 

Trial. —Involuntary bankruptcy is a court action in which 
the debtor is made the defendant. Accordingly, the alleged 
bankrupt is served wdth a copy of the petition in bankruptcy and 
a summons to appear at court. The debtor may contend that 
he is solvent, that he has committed no act of bankruptcy, that 
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the court has no jurisdiction, or that the allegation of the peti¬ 
tioning creditors is untrue. He may demand a trial by jury to 
determine his insolvency. Generally, however, he will not ap¬ 
pear, and the court will sign the decree upon default. The 
debtor thus becomes adjudicated a bankrupt by default. 

Duties of the Bankrupt.— In general, it may be said that 
the duties of the bankrupt are to render such assistance as he 
can in the liquidation of his estate, although he has no direct 
part in the liquidation. His exact duties are eleven in number, 
as specified in Sec. 7. Chief among them are to attend the first 
meeting of creditors; to prepare and file in court within 5 days 
after adjudication, if an involuntary bankrupt, and with his 
petition if a voluntary bankrui)t, a schedule of his property 
showing amount, kind, location, and value and a list of liis cred¬ 
itors showing addresses and amounts due each; ^ to submit to 
an examination concerning the conducting of his business at 
such times as the court may direct; and, finally, to comply with 
all lawful orders of the court. It is, of course, his duty to turn 
over to the receiver or the trustee all of his property, except that 
which may be exempt according to state law. 

Once the bankrupt has surrendered Ins property and filed 
his schedules in bankruptcy, his participation in the affair is 
over, except as he may be called upon by the court, or by cred¬ 
itors through the court, for information. 

Discharge in Bankruptcy. —One of the cardinal principles 
of bankruptcy liquidation is the discharge of the debtor from 
his legal debts ui)on surrender of liis property. I^ut the privi¬ 
lege had been much abused under the old law. The Chandler 
Act endeavors not only to speed up discharge, but it takes the 
initiative away from the debtor, except in the case of a corpora¬ 
tion, and gives tlie riglit to oppose discharge not only to cred¬ 
itors but to the trustee and to the United States attorney. Fur¬ 
thermore, the court itself may initiate action by directing the 
United States attorney to examine into the actions of the debtor 
to see if there arc grounds for refusing discliargc. A corpora¬ 
tion may apply for a discharge within 6 months after its adjudi¬ 
cation and adjudication itself operates as an application for 

2 The court may, for cause shown, grant further time for filing schedules 
of property provided a schedule of creditors is filed as above set forth. 
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discharge (unless the right is waived) of any other debtor. The 
law recognizes the debtor’s wish to emerge from his unsuccess¬ 
ful venture financially a free man. The creditors, on their part, 
can interpose no objections if the debtor’s conduct has been 
beyond reproach. 

Reasons for Denial of Discharge. —The lethargy of cred¬ 
itors, whose duty it was under the old Act to oppose discharge, 
had become notorious. Thus it was comparatively easy for the 
unscrupulous as well as the honest debtor to became discharged 
of his obligations and re-enter business. Now he must evade 
not only the watchfulness of his creditors but thiit of the trus¬ 
tee, the prosecuting attorney, and the court, which includes the 
referee. All, including the debtor, are notified when a hearing 
upon the subject of discharge is to be held. If any objector 
shows that there arc reasonable grounds for believing the debtor 
has committed any of the acts which would prevent his discharge 
in bankruptcy, the burden of proving he hfis not committed any 
of such acts falls upon the bankrupt. 

The seven reasons for refusing a discharge arc of sufficient 
importance to be given in detail. They are as follows: (1) com¬ 
mitted an offense punishable by imprisonment as heroin pro¬ 
vided; (2) destroyed, mutilated, falsified, concealed, or failed 
to keep books of account or records from which his financial 
condition and business transactions might be ascertained, unless 
the court deem such failure or acts to have been justified, under 
all the circumstances of the case; (3) obtained money or prop¬ 
erty on credit or obtained an extension or renewal of credit, by 
making or publishing or causing to be made or published, in any 
manner whatsoever, a materially false statement in writing re¬ 
specting his financial condition; (4) at any time, sirbsequent to 
the first day of the 12 months immediately preceding the filing 
of the petition transferred, removed, destroyed, or concealed, or 
permitted to be removed, destroyed or eoncealed, any of his 
property, with intent to hinder, delay, or defraud his creditors; 
(5) has, within 6 years prior to bankruptcy, been granted a 
discharge, or had a composition or an agreement by way of com¬ 
position or a wage earner’s plan by way of composition con¬ 
firmed under this Act; (6) in the course of the proceedings 
under this Act refused to obey any lawful order of, or to answer 
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any material question approved by, iho court; or (7) has failed 
to explain, satisfactorily, any losses of assets or deficiency of 
assets to meet his liabilities. 

Officers and Their Duties. —While the administration of the 
Bankruptcy Act is higlily technical and is the more involved 
because of the almost numberless situations that can arise under 
it and with which the courts must deal, it is, nevertheless, simple 
in its general plan and purpose. The legal (piestioiis which may 
arise are to be solved by legal experts, but the credit man should 
be thoroughly familiar with the general procedure and with the 
various officers and tlieir duties in the liquidation of a bank¬ 
rupt's estate. The officials arc usually only four in number: 
the court (judge), the referee, the receiver, and the trustee. 

The Court .—The administration as well as the interpretation 
of the law is under the jurisdiction of the court. Tlie district 
courts of the several states and possessions, which are presided 
over by federal judges, constitute courts of bankruptcy. The 
court takes no part in the detailed administration of a case in 
bankruptcy, but the entire administration of a case l)y nderee 
and trustee are subject always to a review by the judge. 

The Referee .—The referee is the courtoffietT created for 
the imrpose of relieving the court of the ordinary details which 
arise in the conduct of every case. The court a])i)oints such a 
number of referees as may be necessary and designates the limits 
of the districts in which they operate. Among the qualifica¬ 
tions for the office tlie referee must be a resident of the district, 
not a relative of any of the judges of the courts of bankiaiptcy 
nor of the judges of the Appellate Courts of the districts for 
which ho is appointed, and a member of the bar of the district 
in which he is to function. 

Referees may, under the jurisdiction given them, adjudicate 
or dismiss petitions referred to them, examine witnesses and 
compel the production of documents; in the absence of the judge, 
exercise his powers for taking possession or releasing the y)rop- 
erty of the bankrupt; grant, deny, or revoke discharges; and, in 
fact, perform the duties of courts of bankruptcy except as lim¬ 
ited by the Act. 

Among the more important of the referee^s duties are the 
iollowing: 
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1. Give notice to creditors and other parties in interest. 

2. Prepare and file schedules of property and lists of creditors re¬ 
quired to be filed by bankrupts or cause the same to be done. 

3. Examine all schedules of property, lists of creditors, and state¬ 
ments of affairs, and, if defective, cause them to be amended. 

4. Furnish information as requested by parties in interest. 

5. Declare dividends and cause to be prepared dividend sheets. 

6. Keep all the records incident to the administration of the act. 

Referees shall not act in cases in which they are in any way 
interested, practice as attorneys in any bankruptcy proceedings, 
nor purchase any property of an estate in bankruptcy. 

The law stipulates just how the referee is to be paid. In 
involuntary bankruptcies he receives $15 of the fee paid by the 
petitioning creditors. If the bankruptcy is a voluntary one, the 
fee is not required and cannot be shared by the referee. He 
receives 25 cents for each proof of claim filed, to be paid out of 
the estate, if any. Again, he loses his fee if there is no estate. 
He receives 1 per cent of all sums paid out in dividends, or 
V 2 the amount to be paid to creditors upon the con¬ 

firmation of a composition settlement, an arrangement, or an 
extension. 

The Receiver ,—It is the duty of the trustee to liquidate the 
bankrupt’s assets, but, since he is elected by the creditors, some 
time must necessarily elapse between the filing of the petition 
and the qualification of the tmstee to act. In the meantime the 
debtor might abandon the property. Certainly, in some in¬ 
stances, it would not be to the creditors’ interest to permit him 
to remain in possession of his assets. The court, therefore, is 
empowered® to 

. . . appoint, upon application of parties in interest, receivers or the 
marshals to take charge of the property of bankrupts and to protect the 
interests of creditors after the filing of the petition and until it is dis¬ 
missed or the trustee is qualified .... Provided, however, that the court 
shall be satisfied that such appointment or authorization is necessary to 
preserve the estate or to prevent loss thereto. 

Authorize the business of biinknipts to be conducted for limited 
periods by receivers, the marshals, or trustees, if necessary in the best 
interests of the estates, ... 


sSec. 2 (3) (5). 
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One of the greatest abuses under the former statute was the 
maladministration of tlie estate by receivers who liad obtained 
authority to conduct or sell the business. It was common prac¬ 
tice for receivers to ask for this authority under such pretexts 
as the necessity for speedy licpiidation because of high rents and 
other charges or because of the decline in value of the estate if 
liquidation must await the appointment of a trustee. A period 
of at least 20 days between the filing of an involuntary petition 
in bankruptcy must ela|)se according to the statute, and the time 
may be lengthened to 40 or more days, before the trustee was 
elected. Consequently, when the tinistee was ap])ointed to rnpii- 
date the estate there was often nothing for him to do. 

The Fees of the Receiver as Prescrihed htf Law .—These fees 
are based on sums turned over by the receiver for the estate and, 
if the receiver acts with full ])owers, are as follows: 

() per cent on the first $500 or l(\ss. 

4 per cent on the next $1,000. 

2 per cent on sums in excess of $1,500 and less than $10,000. 

1 per cent on sums in excess of $10,000. 

If the receiver acts merely as custodian, his maximum fe(‘S 
are: 


2 per cent on the first $1,000 or less. 

V 2 P<-r oji all above $1,000 disbiirsiMl by him or turni*(l over 
to lienholders or trustee. 

The court may allow a lesser fee in eitlier case. 

The Trustee .—In theory, at least, the trustee is the most im- 
])ortant officer to tlic cri'ditors of all tlu^ bankruptcy officers. It 
was plainly the intent of the framers of the Act that the cred¬ 
itors should control the li<iuidation of the estate, subject, of 
course, to the rules of the Act. This was to be accomf)lished by 
their appointment of the trustee. To the trustee was delegated 
the task of converting the assets into cash and, as his title indi¬ 
cates, to act generally in the interests of creditors. It is obvious 
that the size of dividends depends first upon getting possession 
of all the debtor s property and then getting the most possible 
for it and with the least expense. As the creditors’ representa¬ 
tive, that is what the trustee is expected to accomplish. Hence, 
no more important duty devolves upon a credit man in a bank- 
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ruptcy case than to participate in the election of a competent 
trustee. Participation by the creditor includes the active use of 
his influence with his fellow creditors as well as a mere register¬ 
ing of his vote. 

The trustee is elected at the first meeting of creditors by a 
majority vote in number and amount of claims of all creditors 
whose claims have been allowed and are represented in ])erson 
or by proxy. Fights for control of the liquidation of estates 
occur at the first meeting of creditors. But little can be done 
by creditors after they have i)crmittcd a sharp and dishonest 
attorney to get control of the estate, beyond keening his actions 
and fees within reasonable bounds. On the other hand, if a 
trustee of the riglit tyi^c is elected, little need be done by credi¬ 
tors. The trustee will protect their interests. Before the trustee 
can serve, he must qualify by furnishing a bond as stipulated by 
the court. The trustee is discharged by the court after he has 
wound up the alfairs of the estate. 

Like the fees of the other officers, those of the trustee are 
fixed by statute. The trustee receives a fee of $5 which is a part 
of the fee paid by the petitioning creditors, except when sucli a 
fee is not required. Tie also receives a commission on what is 
[laid to creditors the maximum of which is 6 per (j^nit on the 
first $500, or l(*ss; 4 per cent on the next $1,000; 2 per cent on 
the next $8,-500; and 1 ])er cent on any amount in excess of 
$10,000. If the above commissions should total less than $100 
the court may allow the trustee an additional sum which, with 
his conunission, shall not exceed $100. 

If the trustee is authorized to conduct the business he may 
be paid such sums as are allowed by the court but not to exceed 
the amount allowed for “normal administration.’' 

Creditors' Committees ,—^While it is the function of the trus¬ 
tee to serve the iiderests of the creditors, in practice there has 
been no effective method of creditor cooperation with him. The 
1938 amendment provides: 

creditors may, at their first meeting, also api>oint a committee of not 
less than three (*reditors, which committee may advise and consult with 
the trustee in connection Avitli the administration of the estate, make 
recommendations to the trustee in the perfonnance of liis duties and 
submit to the court any question affecting the administration of the 
estate. 
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Thus creditors* committoos Ihavo, for the first time, an official 
Standing in court. The beneficial results of this jirovision will 
depend in any given ease upon the committee selected by the 
creditors and upon the court. 

Provable and Allowable Olaims. —One of the purposes of 
the Bankruptcy law is the promotion of business. Therefore 
any business debt incurred by the borrowing of money, the pur¬ 
chase of goods, and the hiring of services which was owing at 
the time the petition was filed may be proved. A creditor may 
prove such claims even though they are unliquidated; that is, 
the claim or its amount is uncertain or in dispute, provided the 
creditor proceeds with liquidation as directed by the court. 

Unliquidated claims based upon a mere tort, such as libel 
and slander or assault and battery or the violation of any per¬ 
sonal right, are not provable. If the claim is of such a nature 
as to permit the waiver of the tort, however, and recover upon 
an implied contract, it is provable in bankruptcy. If, prior to 
the filing of the ])etition, the liability was fixed by being re¬ 
duced to judgment it is provable. 

When a person is contingently liable with the bankrupt, sucli 
as the endorser of a note or the giver of a guarantee, sucli en¬ 
dorser or guarantor is entitled to share in the bankrupt's estate 
as a creditor. He may, therefore, i)rove his claim in the name of 
a creditor to whom he is liable or, if the creditor's name is un- 
kno\vn, in his own name. If the creditor elects to prove th (5 
claim, it cannot be jiroved also by the person contingently liable, 
such as the guarantor or endorser. 

If a creditor holds security, such security must be converted 
into cash according to the terms of agreement or as the court 
may direct. If the security brings less than the claim, the cred¬ 
itor is entitled to dividends as a general or unsecured creditor 
upon the unjiaid balance. 

A distinction should be drawn between provable claims and 
allowable claims. Not all claims which are provable may be 
allowable or, if allowed, may be allowed in full. To be allowable 
a claim must be, first of all, provable and filed in proper form. 
For instance, a creditor who has received a voidable preference, 
though he may have a provable claim, will not have preference 
or preferences. And when a creditor holds security, his claim 
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is allowable only after the value of the security has been deter¬ 
mined and deducted from his claim. 

Filing Proof of Claims. —The filing of the creditor’s proof 
of claim is his most important duty in a bankruptcy action. 
Unless the claim is filed, the creditor can neither share in the 
dividends paid nor participate in the election of a trustee. Yet 
creditors often neglect this important and simple act for the 
protection of their own interests. Unless the claim is an unliqui¬ 
dated one or complicated for some other reason, the filing of it 
is a simple matter. A creditor should supply himself with the 
necessary forms which may be obtained at any law stationers. 
The filing is accomplished by filling out the form, attaching to 
it an itemized statement and whatever instruments in writing 
it may be founded upon, if any, and forwarding it to the referee. 
In order to insure its receipt with the ref(‘ree, either registered 
mail should be used, or the creditor may enclose an addressed 
and stamped enveloi)o and ask for a receipt. When the claim 
is filed, i)rovided it be an allowable one, the creditor is insured 
of his share of any dividends that may be paid, lie has, how¬ 
ever, an im[)lied obligation to ])articipate in any activity of th(‘ 
creditors undertaken to protect their interests. 

Creditors arc warned against giving th(‘ir claims to unknown 
attorneys to file. It is a very common practice for attorneys 
wishing to control a bankruptcy licjuidation to offer to file a 
creditor’s claim without charge. The forms submitted by such 
attorneys invariably contain a power of attorney authorizing 
the attorney to act for the creditor. The attorney files the proof 
of claim and then votes the claim, not as the creditor ]U‘obably 
wouhl vote if present in person but to accomplish his own not 
always honorable design. Liquidation under the control of sucli 
an attorney frecpiently is expensive and inefficient. Less is there¬ 
fore available for creditors, and, furthermore, dividends are ])aid 
through the attorney, who deducts a fee for collection before re¬ 
mitting to the creditor. Occasionally, a creditor having given 
such a ])ower of attorney discovers his error and regrets his 
action. It should be remembered that the creditor may revoke 
the power of attorney at any time. 

The warning given in the preceding paragraph naturally 
would not apply to claims which might be referred to the cred¬ 
itor’s regular counsel. However, the services of counsel are in 
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the majority of cases unnecessary. The creditor or his credit 
man should have sufficient knowled}?e of bankruptcy ])rocedure 
to see that his rights are i^roteeted. Nor does tlie warning apply 
to re])utablc creditors^ committees or to recognized adjustment 
bureaus fostered by creditors. Such bureaus or committees liave 
no ulterior motive in the solicitation of claims. Indeed, their 
solicitation is frequently for the express purpose of preventing 
control getting into the hands of one or more attorneys. To 
cooperate with sucli a bureau or committee is usually to insure 
the election of a more competent trustee and to insure a more 
businesslike administration of the bankrupt's estate. 

Claims must be proved within 6 months after the first date 
set for the first meeting of creditors. The court may, howevi*r, 
for cause shown, grant a reasonable extension of time for filing 
claims. 

Order of Priority. —Creditors may be divided into two g(Mi- 
eral classes: secured and unsecured. The secured creditors hav(^ 
a lien upon specific assets. Tf the security is not sufficient to 
cover the claim, the c7*editor beconu'S a gcmeral creditor for the 
balance. The unsecured creditors may be further subdivided 
into the two classes of ])referred and g(meral creditors. Tin*, 
general creditors will share in the estate only aftm* the secured 
and preferred creditors have been paid in full. Nor does the 
law recognize e(|uality among the preft'rred creditors. It stipu¬ 
lates tliat certain debts shall be ])aid in full in advance of tln^ 
l)aymcnts of dividends to creditoi’s and in the following order: 

(1) The actual and necessary cost of preserving the (\state sub- 
secpient to filing the petition; the filing fees ])aid by creditors 
in involuntary cases, and where prop(‘rty of the bankrupt, trans¬ 
ferred or concealed by him either before or after the filing of 
the petition, shall have been recovered for the benefit of the es¬ 
tate or the bankrupt by the efforts and at the exp(;nse of one or 
more creditors, the reasonable expense of such recovery; the cost 
of administration, including the trustee’s expenses in opposing 
the bankrui)t’s discharge, the fees and mileage payable to wit¬ 
nesses as now or hereafter provided by the laws of the UnibHl 
States, and one reasonable attorney’s fee, for the professional 
services actually rendered, irrespective of the number of attor¬ 
neys employed, to the petitioning creditors in involuntary cases, 
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while performing the duties herein prescribed, and to the bank¬ 
rupt in voluntary and involuntary cases, as the court may allow. 
(2) Wages due to workmen, clerks, traveling or city salesmen, 
or servants which have been earned within 3 months before the 
date of the commencement of proceedings, not to exceed $600 
to each claimant. (3) Reasonable costs of creditors who have 
prevented discharge or caused its revocation, or produced evi¬ 
dence resulting in the bankrupt’s conviction for a criminal 
offense under the Act. (4) Taxes due and owing, the amount 
and legality of which is detennined by the court. (5) Debts 
entitled to priority under the laws of the United States, but 
not debts entitled to priority under State Law, except that where 
a landlord may have priority by State Law for rent, priority 
is recognized for rent owing for use and occupancy within three 
months prior to tlie bankruptcy. 

In the event of the confirmation of an arrangement being set 
aside, or a discharge revoked, debts contracted subsequent to the 
arrangement or the debtor’s discharge have priority and are to 
be paid in full in advance of the debts in the bankruptcy or 
arrangement proceeding. 

Dischargeable Debts. —Even though a bankrupt secures a 
discharge from bankruptcy, there may be some debts for which 
he is still liable. As a matter of fact, a discharge from bank¬ 
ruptcy does not remove any indebtedness or obligation. Sucli 
a discharge merely removes any legal method of enforcing j)ay- 
meiit. The indebtedness itself still remains, a fact that has 
been recognized by many bankrupts, who, although discharged, 
have at some later time voluntarily met the obligation in full 
and with interest. 

As we have seen, a claim may be a just one and yet not a 
provable one. Such claims are outside bankruptcy jurisdiction. 
In other words, neither are they provable, nor is the bankrupt 
discharged from them. In addition to the non-provable debts, 
a bankrupt is not discharged from the following provable debts: 
(1) amounts due as a tax levied by the United States, the state, 
county, district, or municipality; (2) liabilities for obtaining 
property by false pretenses or false representations or wilful 
and malicious injuries to the person or property of another; 
or for alimony due or to become due or for maintenance or 
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support of wife or child or for seduction of an unmarried female 
or for criminal conversation; (3) liabilities which have not been 
duly scheduled in time for proof and allowance, with the name 
of the creditor if known to the banknipt, unless such creditor 
had notice or actual knowledge of the proceedings in bank¬ 
ruptcy; or (4) obligations created by his fraud, embezzlement, 
misappiopriatioii, or defalcation while actiiipf as an officer or in 
any fiduciary capacity; or (5) wages due to workmen, clerks, 
traveling or city salesmen, or servants, wliich have been earned 
within 3 months before the date of commencement of the ])ro- 
ceedings in bankruptcy; (6) monies dne to an em])loyee re¬ 
ceived or retained by his employer to secure the faitliful per¬ 
formance by such employee under the terms of a contract of 
employment. 

Arrangements. —The discussion of the Act thus far, the stu¬ 
dent has noted, deals with the li(iuidation of an insolvent 
debtor’s estate and his discharge from his obligations. Liquida¬ 
tion is not always to the best interests of creditors or of society. 
Under the chapter on arrangements the Act provides the debtor 
and his creditors the medium through which any plan for the 
settlement, satisfaction, or extension of his unsecured ch^bts may 
become effective. Since the broad purpose of tln^ plan is to have 
debtor and creditors compose their difficulties by mutual agree¬ 
ment it would seem that the wisest ])roc(»dure would be to 
eschew the restrictions which the law is bound to imj)ose. The 
difficulty here has been the ease with which a dissenting minority 
could defeat an out-of-court proceeding by filing a j)etition in 
bankruptcy. Under a plan of arrangement a majority in mimb(T 
and amount of creditors can make the plan binding on all if 
it is found by the court to be fair and ecpiitable, and the debtor 
has not been guilty of any of the acts which would be a bar 
to his discharge. 

Petition for Arrangement .—A debtor may file an original 
petition for an arrangement or he may file a petition in a pend¬ 
ing jiroceeding either before or after his adjudication. The 
jirovisions of the arrangement must be filed with the petition, 
and action is restricted to the debtor. JVrodification of the plan 
may be made in writing by the debtor with leave of the court 
at any time before the arrangement is confirmed. These pro- 
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visions limit the creditors to working through the debtor. He 
must be '‘sold’' on the plan of arrangement. Creditors cannot 
impose a plan ur)on him against his will. 

Subsequent to the filing of a petition the judge may refer 
the proceeding to a referee, and may appoint a receiver unless 
a trustee is already serving in which case the trustee continues 
to function. The court promptly calls a meeting of creditors 
the notice of which must be accompanied by the proposed ar¬ 
rangement, and a summary of the assets and liabilities. The 
judge or referee presides at the meeting, allows or disallows 
proofs of claim, examines the debtor or has him examined, and 
receives the written acceptance's of creditors on the proi)osed 
arrangciinent. 

The law also provides for the appointment of a receiver or 
trustee to distribute the consideration and fixes the time and 
place for the dey)osit of the consideration by the debtor. 

The creditors may appoint a committee and nominate a trus¬ 
tee who will be ap])ointed by the court if it ])ecomes necessary 
1o administer the estate in bankruptcy. 

Provisions of Arrangement ,—^An arrangement affects only 
the unsecured creditors. But their rights generally, or the rights 
of some class of them, may be altered through the ])lan upon any 
terms or for any consideration. This is sufficiently broad to 
include all the forms of settlement witli which creditors are 
familiar or which they could be induced to accei)t. 

The unsecured debts may be treated on a i)arity or they may 
be divided into classes and treated in diflVrent ways; executory 
contracts may be rejected; the debtor may be uHowcmI to continue 
his business with or without supervision by a receiver or com¬ 
mittee of creditors; ])aymcnts may be made on account and debts 
incurred after the filing of the ])etition may be given priority 
over debts affected by the arrangement; and, in fact, any pro¬ 
visions may be incorporated which are not inconsistent with the 
Act. 

Confirmation of Arrangement .—To become effective the ar¬ 
rangement must be accepted in Avriting by a majority in number 
and amount of all creditors or of each class of creditors Avho are 
affected by the plan. The arrangement does not become effective 
until confirmed by the court who must be satisfied that: 
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1. The provisions of the law liavo \mm complied with. 

2. It is for the best interests of the creditors. 

3. It is fair, equitable, and feasible. 

4. The debtor has not been guilty of any acts Avhieli woubl bar a 
bankrupt from discharge. 

5. The proposal and acceptance are in good faith. 

The Act i)rovides that the court may, under certain condi¬ 
tions, retain jurisdiction after the confirmation; it' an arrange¬ 
ment is withdrawn or abandoned liefore aeceiilanee the court 
may proceed with ruiuidation under bankruptcy or dismiss the 
proceedings, whichever may be in the interests of crcMlitors; or, 
under certain conditions, set aside or modify the arrangement. 

Effect of Law on Arrangement. —Aside* from introducing 
court suiiervision the chapter on arrangements ((Chapter XT) 
in its broad effects does not restrict creditors in tludr attempt, 
to arrive at a common-sense* settlement with the debtor. In fact, 
creditors can now negotiate with a debtor o])enly ami unhur¬ 
riedly before any action is instituted for th(\v n(*ed not fear a 
nuisance-minority wdiich, jirior to the Act, could always disrupt 
negotiations by throwing the debtor into Tiankruptcy. Tlie Act. 
should, indeed, have the opposite elT(‘ct. Since* then* would 1)(^ 
no gain in throwing a debtor into bankruptcy, for negotiations 
could not be halted, there shouhl be jmssibh* the (‘fl'ectuation 
of many an honest adjustment without resorting to court iiro- 
cedure jit all. 

Corporate Reorganizations. —The chapter of the Bank¬ 
ruptcy Law covering corfiorate r(*organizations (Chapter X) 
will undoubtedly prove of much less inten*st to unseenn‘d, short¬ 
term creditors than did Section 77b of tlie previous act which 
it displaced. This is so b(*cause any corporation in difTiculty 
could file under Section 77b while under the Chandhir Act cor¬ 
porations with unsecured debts only seek relief through the 
chapter on arrangements (Chapt(*r XI). An added reason is 
that many corporations reorganizing under Chapter X will have 
as their main purpose a modification of their capital structure, 
and so may not include any modification of current liabilities 
in the reorganization plan. Since bondholders and stockholders 
are likely to be those chiefly affected this chapter of the law will 
have, however, a wide public interest. 
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Petitions under Chapter X .—Any corporation, except a 
municipal corporation, which may file a petition in bankruptcy 
may file under Chapter X as an original action or after a peti¬ 
tion has been filed or adjudication rendered in regular bank¬ 
ruptcy proceedings. Three or more creditors with claims aggre¬ 
gating $5,000 or over may institute an involuntary proceeding, 
or an indenture trustee may file under the same conditions as 
in a voluntary proceeding. 

The petition must make a broad statement of facts including 
the debtor’s financial condition, why relief cannot be obtained 
by virtue of an arrangement, and that the corporation is insol¬ 
vent or unable to pay its debts as they mature. The filing fee 
is $100 if no bankruptcy proceeding is pending, otherwise $70. 
If a controverting answer is filed, the issues raised are deter¬ 
mined by the court without jury, after which the court either 
approves or dismisses the petition. 

Trustee or Debtor in Possession. —If the indebtedness is less 
than $250,000 the debtor may be left in possession or a trustee 
may be appointed, but if the indebtedness exceeds that sum the 
judge must appoint one or more trustees. If more than one 
trustee is appointed one of them may be a director, officer, or 
employee of the debtor. Removal, as well as appointment of 
trustees, is within the jurisdiction of the judge. Among liis 
duties the trustee must report to the judge any facts ascertained 
by him relating to frau<l, misconduct, mismanagement, etc., and 
he must prepare a brief statement of the resTilts of his investi¬ 
gation which he submits to creditoi*s, stockliolders, indenture 
trustees, and the Securities and Exchange Commission. Where 
a trustee has been appointed he must prepare a plan of reorgan¬ 
ization or re])ort why a ])lan cannot be effected. 

Reorganizaiion Plans. —Within a time fixed by the judge, 
where a debtor is continued in possession, plans may be pro¬ 
posed by the debtor, siny creditor or indenture trustee, any 
stockholder provided the debtor is solvent, or the examiner if 
so directed by the judge. Where a trustee has been ai)pointed 
it is his duty to prepare a plan. lie may, of course, accept sug¬ 
gestions and advice of creditors and stockholders and employ 
experts. After the trustee’s plan has been submitted, or after 
he has reported lie is unable to prepare a plan, amendments or 
new plans may be proposed by the debtor, any creditor or stock¬ 
holder. 
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Because of the wide public interest attendant upon the re¬ 
organization of many largo corporutions, the Securities and Kx- 
change Commission must have the plan, before its ap])roval, 
referred to it if the indebtedness exceeds $8,000,000. If the 
indebtedness is less than that sum, submission to that Coininis- 
sion is optional. When submitted the i)lan cannot be approved 
until the Commission has filed a report or has notified the judge 
that it will not do so. Tlie Commission's rei)ort is advisory only. 
The Commission’s report will, however, carry considerable 
weight because of the Commission’s ])restige. 

The judge must api)rovc the plan or ])lans before submission 
to stockholders and ercditoi*s for acce])tance, and no advance 
solicitation of acceptances may be made except with the consimt 
of the court. 

Before a plan cjiii be confirmed by the judge, it must be 
accepted: 

n. By creditors holding two-thirds in aniouni of the claims filed ami 
allowed in ea<*h class. 

h. If the debtor is solvent, by a majority of tlie stockhohh'rs of each 
class, 

e. Provided in each instance that acceptance is not necc'ssary !)>' any 
class whose interests are not materially and a<lv(*iM‘ly afTected hy tin* 
plan. 

Provision of Plan ,—The plan itself lias mandatory and per- 
mi.ssivc provi.sions. There are 14 provisions in all, <lividc‘d into 
nine '‘shall” and five "may” stiiiulations. They arc briefly 
summarized as follows: 

a. Mandatory provision.s: 

(1) Modification or alteration of the rights of creditors generally, 
or any class of them. 

(2) Payment of costs and expenses. 

(3) Specification of claims, if any, to be ])aid in cash, in fall. 

(4) Specification of the creditors or sto<!kholders, or any class (A' 
them, not affected by the ])lan. 

(5) Adequate prote<*tion of tlni claims of any class of creditors 
affected by, but which does not accept, the ])lan (a) by sale 
or retention by the debtor of such property subject to such 
claims, {h) by sale of such property at not less than a fair 
uxjset price, and the transfer of such claims to the pniceeds 
of such sale, (c) by appraisal and payment in cash of the 
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value of such claims, or {d) by such method as will fairly 
and equitably provide such protection. 

(6) If the debtor is solvent, protection of any class of stock¬ 
holders affected by the plan but which does not accept the 
plan (n) by the sale of such property at not less than a fair 
upset price, (ft) by payment in cash of the appraised value 
of their stock, or (c) by such method as will equitably and 
fairly provide such protection. 

(7) Provision for execution of the plan 'which may include (e) 
retention of the pro])erty by the debtor, (h) transfer of its 
]iroperty to one or more cor])orations, (c) mergfer or con¬ 
solidation with another corporation, (d) sale of its property, 
at not less than a fair price to be fixed by the court and dis¬ 
tribution of all or any proceeds of the sale amonp: those hav¬ 
ing an interest therein, (c) the satisfaction or modification of 
liens, (f) the cancellation or modification of indentures, (//) 
the curinj? or waivinji: of defaults, (/?) the extention of ma¬ 
turities and chaiiffinp: of interest rates or other terms of se¬ 
curities, (f) the amendment of the debtor^s charter, and 
fhe issuance of securities for any appropriate purpose. 

(8) Provisions covering? Ihe manner of selection of directors, of¬ 
ficers, or votiiiju: trustees, and their successors. 

(9) Provision for the inclusion in the debtor^s charter or cor¬ 
poration orp:aniz(*d to carry out the plan of provisions (a) 
jirohibitinji: tlie issuance of non-votiiif^ stock, and for the fair 
and equitable distribution of votinjr power amon^ the several 
classes of securities, (U) definincf the terms, ])osition, rights, 
and ]n’ivilej!:es of the several classes of securities includinji^ 
the issuance, acquisition, retirement, or redemption of such 
securities, and the payment of dividends thereon; and. if the 
debtor’s indebtedness is $250,000 or over, the issuance, not 
less than once annually, of balance sheet and jirofit-and-los-. 
statement. 


h. Permissive ])rovisions: 

(1) The plan may deal with all or any part of the debtor’s 
])roperty. 

(2) May provide for the rejection of any executory contract ex¬ 
cept contracts in the public authority. 

(II) Where any indebtedness under the plan is for a period of 
more than five y(*ars ]>rovisions for its retirement out of a 
sinking fund or otherwise, (a) if secured, within the useful 
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life of the security therefor; or (h) of unsoourotl, within a 
specified reasonable time, not to exceed forty years. 

(4) Provision for the settlement adjustment of claims belong 
iiig to the debtor; and, for claims not provided for in the 
plan, shall provide for their retention and enforcement. 

(5) Any other provisions not inconsistent with the Act. 

Confirmation of Plan.—Thi}. judge shall coufirm the plan if 
satisfied: 

1. That the })lan contains the mandatory provisions. 

2. It is fair, equitable, and feasible. 

3. The proposal and acceptance of the j^lan were made in good faith. 

4. All payments for services, costs, and exi)enses have been di.sclose<h 
are reasonable, and subject to the judg(>’s a]>])roval. 

5. That the identity, qualifications, and afliliations of directors, ofll- 
cers, or voting trustees under the plan are fully disclosed, and tliat their 
functioning is equitable, com})atible with the interests of stockholders 
and creditors, and consistent with public policy. 

Upon confirmation all provisions become binding and en¬ 
forceable whether affecting existing contracts or those to hi) 
effected under the plan. 

If reorganization is not effected the case reverts to a bank¬ 
ruptcy proceeding if a ])rior bankruptcy proceeding was i)ending. 
If, however, tlie reorganization |)roceeding was an original ])n)- 
eeeding, the judge, after hearing and ui)ou notice to the debtor 
and all parties in interest, may, in his discretion, adjudicate the 
debtor a bankrupt or dismiss the proceeding. 

Among the provisions of the Act are the suspension of the 
statute of limitations, special provision for api)roval of plans of 
I)ublic utilities, permission, at the judge’s disercition, of n^pre- 
sentation of the debtor’s employees to ])e lieard on the economic 
soundness of the plan affecting the interests of the employees, 
and a stipultion that the right of employees to join unions shall 
not be interfered with. 

Wage Earners’ Plans. —^A special voluntary proceeding is 
provided by Chapter XIII wher(*by wage earners may attemf)t 
to effect a settlement of their debts out of future (iarnings. Under 
these plans the wage earner must submit his future earnings 
to the supervision and control of the court which is vested with 
power to modify the time and amount of payments if a change 
in the wag<^ “tamer’s circumstances make such a modification 
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necessary. Before a plan can be confirmed it must be accepteil 
by a majority in number and amount of unsecured creditors and 
by all secured creditors whose interests are affected by the plan. 
In general, this chapter follows the procedure and theory under¬ 
lying the Act. 

Agricultural Compositions and Extensions. —Farmers in 
financial distress are accorded relief under a special procedure 
provided under Section 75 of the Act. Relief under this section 
is in the form of an extension or composition. The Act permits 
the court to stay actions for the collection of debts whether 
unsecured or secured, and provides for the retention by the 
farmer of his property and its repurchase over an extended 
I)eriod of time. Conciliation Commissioners vested with many 
of the functions of referees may be appointed for each county 
having an agricultural population of 500 or more farmers. Action 
is voluntary only and acceptance of any plan is by a majority 
in number and amount of all creditors, including secured credi¬ 
tors whose claims arc affected by the plan. 

Other Provisions of the Act. —Reorganization of railroads 
engaged in interstate commerce and the supervision of such re¬ 
organization by the Interstate Commerce Commission is pro¬ 
vided for under Section 77 of the Bankruptcy Act. The pro¬ 
visions of this section, in view of their length, are not regarded 
as of sufficient interest to the reader to warrant their summation 
here. 

Beal Property Arrangements. —The chapter of the Bank¬ 
ruptcy Act on arrangements (Chapter XI) excluded from its 
])rovisions secured creditors. Where interests of the secured 
creditors of corporations are to be modified it can be ac¬ 
complished under the Corporate Reorganization Chapter 
(Chai)ter X). Debtors other than corporations may effect ar¬ 
rangements covering debts secured by real property under the 
special procedure provided by the chapter on Real Property 
Arrangements (Chapter XII). Thus the purpose of the chap¬ 
ter is to provide individual debtors owming real property en¬ 
cumbered by mortgages the same relief available to corporations 
through Chapter X. 

Action may be brought under Chapter XII only by the 
debtor but he may ])etition for a real property arrangement after 
a petition in bankruptcy has been filed or after foreclosure 
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proceedings have been instituted. A trustee may be a]>pointetl or 
the debtor may be leit in possession and operation of his prop¬ 
erty. Creditors are to be classified and an arrangement may not 
be confirmed unless accepted by the creditors of each class hold¬ 
ing two-thirds in amount of the debts of such class if tlieir 
interests are affected. When confirmed the arrangement becomes 
binding upon all creditors, the debtor or any cor[)oration or trust 
organized for the purpose of carrying out the arrangement. 

Other provisions dealing with such features as the powei-s 
of the court, the stay of prior bankru])tcy ])roceeilings, the ap¬ 
praisal of property, meetings of creditors, discharge of debtor, 
rejection of executory contracts, and other provisions follow the 
general tenor of the Bankru])tcy Act. 

Protecting the Creditor’s Interest. —While the action neces¬ 
sary upon the pari of the creditor lias been lirought out in the 
preceding sections, it will be well for the reader to consider 
chronologically the duties of the creditor. They may be divideil 
into six separate actions. 

Upon receiving notice that a petition in bankrui)tcy has been 
filed by or against a debtor, the credit man’s first thought is 
to prevent any further shipments n*aching the debtor. To 
accomplish this he will immediatcl.y issue ‘"stofipage-in-transit” 
orders on any recent shijiinents, cancel all orders that may be 
in process, and change all necessary office recoi’ds. Th(‘se |)re- 
cautions being taken, he ])roceeds to the sc^cond action, which is 
to prepare and file the proof of debt, as ex])laini*d ])reviously. 

His third duty is to attend the meeting of cre<lit()rs and 
participate in the election of a trustc'e and a croditoi's’ commit¬ 
tee. Ilis fourth is to maintain a gcnei’al su|»crvision over the 
proceedings and an interest in tlu? conduct of the case. This 
includes, of course, cooperation with the trustee, the creditors’ 
committee, and other creditors in any way that it may be re¬ 
quired. 

It is a fifth duty of the credit man to oppose the discharge 
if there are grounds for so doing. The credit man fails in his 
duty to the credit fraternity if he pennits a bankrupt to evade 
his obligations and become free to engage again in business when 
not entitled to such freedom. 

The credit man’s final duty' is to attend the final meeting of 
creditors. At this meeting, the trustee presents his final account, 
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and the trustee attorney files his request for allowances which 
are passed upon by the referee. At this meeting, the creditors 
have an opportunity to oppose any unjust or exorbitant claims 
for fees that may be presented. Unfortunately, these meetings 
are not frequently attended. Hence, there is no one to protect 
the creditors’ interests but the referee, who often is not in a 
position to judge the merits of the various claims presented. 

Examination of Debtor. —The bankrupt is required to at¬ 
tend the first meeting of creditors and submit to examination. 
At that meeting ‘‘tlie judge or referee shall preside . . . and 
shall publicly examine the debtor or cause him to be examined, 
and may permit creditors to examine him.”® (Sec. 55&.) It 
is the mandatory duty of the trustee to examine the debtor 
unless he has already been fully examined by the referee, re¬ 
ceiver, or creditors. It is also the trustee’s mandatory duty to 
examine the bankrupt at the hearing upon objections to his 
discharge.® (Sec. 47a.) Examination of the debtor may also 
be obtained through ap])lication of any officer or creditor to the 
court to order any designated person to be examined concerning 
the acts, conduct, or property of the bankrupt.’^ (Sec. 21a.) 
Also, a bankrupt’s spouse now may be examined relative to the 
financial affairs of the bankrupt and the spouse’s connection 
with them, despite any state law to the contrary. 

With these ])rovisions it should j)rovc difficult for a bank¬ 
rupt to conceal his past illegal actions from a competent trustee 
and a vigilant creditor body. 

Reclamation Proceedings. —Many creditors arc under the 
impression that it is possible under certain conditions to reclaim 
goods which arc in the hands of the bankrupt, receiver, or 
trustee. Creditors are inclined to think that shipments made 
just prior to the ])etition in bankruptcy can be retaken by the 
shipper. This is possible, if the sliipment has not reached the 
possession of the bankrupt or his representative, through the 
right of stoppage in transit. If, however, the goods have ar¬ 
rived and have been received, the right to reclaim rests upon two 
conditions. The first is the question of title. If the biinknint 
has not title, then neither has the receiver or tnistee, since their 
title is derived from the bankrupt himself. The creditor, for 
instance, may hold and prove that title did not pass because of 

- Sec. 55b. ® Sec. 47a. ^ Sec. 21a. 
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the fraudulent representations of the debtor. If the credit was 
the result of a materially false financial statement, and this fact 
can be proved, the goods may be reclaimed, provided the second 
condition can be fulfilled. 

This second condition is the positive identification of the 
goods to be reclaimed. The identification must be to the satis- 
iaction of the court and not to the satisfaction of the creditor 
Iiimsclf. It should be borne in mind tiiat in a reclamation pro¬ 
ceeding, the burden of ])roof is on the creditor to establish his 
case, and liis success in such an action rests upon his ])roof of 
title and identification. 

Turnover Proceedings.— One of the provisions of bank¬ 
ruptcy proceedings is intended to force the bankrupt to give up 
any assets which it is thought that he may be concealing. This is 
known as the institution of turnover ])roceedings. When prop¬ 
erty lias been traced to the recent |)ossession or control of a 
bankrupt it is presumed to remain there until he satisfactorily 
accounts to the court for its disappearance or its disposition. 
When convinced of such ])ossession the court will grant what is 
called a ^'turnover order'^ which directs the bankru|)t to turn 
over to the trustee the profierty described. 

Tlie bankrupt may be reipiired to give an accounting of his 
property, or of its disposition. If his books of account fail 
to disclose tlie cost to him of properly sold by him during the 
period under consideration, the burden of proof is upon the 
bankrupt to establish his loss ])y showing the iirojicrty was sold 
at a ])rice less than the cost to him. 

Turnover jiroceedings also cover firoperty belonging to the 
bankrupt but in the possession of third parlies. Third parties 
include receivers or trustees appointed in prior proceedings, or 
assignees or agents appointed to take charge of and liquidate 
the debtor's assets. 

Punishment for failure to obey an ordiT for the turnov(»r 
of proyierty is under contempt of court. 

Dividends. —The law provides for both the method of liqui¬ 
dating the estate and distiibution of th(i ])roceeds among the 
creditors. The trustee cannot jirocced to sell the jiroperty 
wherever and for whatever he pleases, lie must first have it 
appraised, and then he is rcipiired to obtain at hiast 75 per cent 
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of the appraised valuation. The above is a general statement 
subject to certain exceptions. The act also stipulates how and 
when the dividends, if any, shall be disbursed. 

The first dividend is declared witJiin 30 days of the date set 
for the first meeting of creditors if the proceeds of the estate 
exceed the amount iKJccssary to pay the debts of priority and 
claims which have not been, but probably will be, i)resented and, 
in addition, amounts to 5 per cent or more of the allowed claims. 
Subsequent divid(*nds must be declared as often as the money 
on hand reaches 10 ])er cent of the allowed claims. When the 
(‘State is closed, a final dividend is paid. 

Dividends unclaimed for a year or more are to be distributed 
to creditors, whose claims hav(^ b(‘en allowed, up to 100 ])er cent 
and any (ixeess is payable to the bankrupt. But unclaimed divi- 
diauls belonging to minors must be retaini‘d by the Clerk of the 
Court for one year after the minor attains liis majority. 

Criticisms of the Chandler Act. —Procc‘dure under the Act 
has d(‘velopi*d some faults in it. Some court interpretations, too, 
have be(*n contraiy to what certain civditors, counsel, and debtors 
have felt to be to the best interests of all concerned and, many 
believe, contrary to what the congress intended in framing the 
law. 

One of the criticisms of the law deals with creditors^ commit- 
t(‘es. Usually 2 w(*eks or more elapse lad'ore the creditors’ com- 
mitti'c is si'l(‘cted. Not only is there no provision for the earlier 
functioning of a creditoi*s’ committcH^ but the Circuit Court of 
Appeals for the S(‘cond Circuit has d('cid(‘d that exi)enses in¬ 
curred by a committee prior to its formal election cannot be 
paid out of the debtor’s estate even though the same persons arc 
thereafter elected as a committee at the first mei'ting of creditoi*s.® 

The ])rovisions that the debtor must file his arrangement with 
his petition and that only the dc'btor may offer a plan sometimes 
result in the filing of plans which are not satisfactory in all cases. 
A debtor, harassed by his creditors, must flee to the courts for 
protection, but he must carry an arrangement plan with him. 
The result is a hastily worked out plan which the debtor does 
not hope to put through but which hinders and delays creditors 
while he secures court permission to offer an amended plan or 
plans. The creditors may only accept or reject the debtor’s plan. 

^Lam vs. Ilaytian Corp, of America, 44 A.B.R. (N.S.) 425. 
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If the debtor's scheme is to delay, this mifrht be thwarted if the 
creditors were allowed to present and push a i)lan of their own 
devising. 

It is felt that the distinction between the .lurisdietioiis of the 
chaptei-s on Arrangements (Chapter XI) and Reorganizations 
(Chapter X) is not clearly enough drawn. Some large eoi'pora- 
tions have filed under Chapter XT where every ])liase of the ]>ro- 
eedure is under the control of the debtor. Under (^lia|)ter XI 
there are no i)rovisions for the a])pointment of a disintert'sled 
trustee or for participation in the ])rocee(ling by tlie S(*curily 
and Exchange Commission, but the S.E.t'J. has l)i*en givi'ii the 
right to intervene in a Chapter XI ])roceeding for the |)ur|)ose 
of contesting the right of the debtor to reorganize under Chap¬ 
ter XI rather than under Chapter X where such safeguards are 
provided.” 

A decision w^hich restricts the scope of arrangements by 
corporations was that of the United States Supreme Court in 
Case v:s. Los Angeles Lumber Products Co.'^^ Tlu‘ Los Angeh*s 
Lumber Products Comf)any, an insolvent corporation, in 1937 
elected to attempt to eifect a reorganization umler Section 77B 
then in force. The plan, acce])ted by 92.81 per c(‘nt of the land¬ 
holders, 99.75 ])er cent of the Class A shareholders, and 90 |)er 
cent of the Class B shareholders, was approved by the II. S. Dis¬ 
trict Court of the Southern District of California, and tin* de¬ 
cision below was affirmed by the Circuit Court of Appeals for 
the Ninth Circuit. On a])peal by a dissenting bondholder the 
United States Supreme (^urt r(W(*rs(*d th(‘ d(*cisions of the lowcu* 
courts on the ground that the jdan of ri'organization was not 
‘‘fair and ecpiitablc" in that the cor])oration was insolvent and 
the plan permitted the stockholders an (‘(juity in ihc business in 
violation of the doctrir.(* of tin* Boyd case.’^ Th(‘ court held that 
the words “fair and equitable" import the r(‘(|uirement that the 
plan observe priority, and that no junior inter(‘st in tlui d(‘btor’s 
property may be rcH'Ognized or provided for unless the lu^t value 
of the assets of the debtor is greater than the total amount of 

9 Securitifs and Kxahangr Commission v.m. C. S. Hi ally and Improvf’mrnt 
Companyf *>4 L. .'*1, 9(>r». 

in.'iOS V H. IOC). 

nNorthfrn Pacific Ry. vh. Iloyd^ ‘J2S T. S. 482. 
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the senior interests, or unless new consideration is paid for 
participation by the junior interest. 

Composition settlements under bankruptcy court control in 
the past have been heedless of the above principle, ])erhaj)s be¬ 
cause the former law required only that the settlement be '‘in the? 
best interests of creditors”—not "fair and equitable,” wliich is 
the standard prescribed by both Chapters X and XI. 

It has been sufi^gested that the "fair and equitable” rule 
should be eliminated from Chapter XI and the standard which 
applied in the former composition procedure should be that 
applicable to arrangements. Certainly the "best interests of 
creditors” test is more realistic in a procc^eding which is ex¬ 
pressly limited to an adjustment or extension of unsecured d(*bts. 

Another provision of the Act which is of doubtful value re- 
<jiiires the debtor, at the direction of the court, to file a bond or 
undertaking.^^ with sureties, to ind(*mnify the estate against sul)- 
sequent loss or diminution. If the debtor fails to comply with 
the court’s order for indemnity, the court may adjudge the debtor 
bankruj)t or dismiss the proceedings.^® The difficulty here is 
obvious. An insolvent debtor usually cannot give such a bond. 
His guarantee that the business will suffer no further loss is 
worthless, nor will a surety company ordinarily underwrite such 
a risk. The Act ])rovides, however, for tin* a])poi]itm(‘nt of a 
receiver, and in the ('vent that a bond cannot be ])rocured, 
pursuant to the ])rovisions of S(*c. 326, civditors may prot(*ct 
themselves against serious deph'tion of the assi'ts pending con¬ 
sideration and confirmatioTi of the arrangenu'nt by insisting that 
a receiver be af)p()inted. 

Credit Losses. —Accurate data covei'ing total credit losses 
are not available. Nor is any nvord (*om])iled of the volume of 
credit transactions. Oivdit loss(\s have been estimated in some 
recent years to exceed .^2,000,000,000 annually. Huge as tliis 
sum is, it is but a small percimtage of credit ('xtendc^d. Further¬ 
more, this loss is not entirely absorbed by those extending 
the credit. Losses are expected and, in a measure, ])assed along 
to purchasers and borrowers in the price of goods and money 
borrowed and, hence, shared by soeiety as a whole. T’^ndoubt- 
edly these huge losses could be lessened, but it is also doubtful if 

12 Sec. 320. 

13 Sec, 327. 
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they will be Tnatcrially ilocreaseil. Tndiviiliial oonooriis prefer 
to accept lassos rather than Uy restrict sales, wliieh would he 
the result if only first-class risks were accepted and which, obvi¬ 
ously, inif?ht mean smaller net profits. INIany luisinesses are 
doomed to failure from their very inception because of a lack of 
the rig^ht combination of ability, capital, and economic conditions. 
To curtail losses it would be necessary for cri*dit men to previ'ut 
such businesses, which are made possible only by eaiiital fur¬ 
nished them by creditors, from ever beinj? launched. 

A second reason for huj?e losses is the failun* of creditors to 
salvage much from insolvent concerns. Debtors an* allowi‘d too 
j?reat a de^yree of insolvency; that is, their liabilities are allowi'd 
to become too in relation to their assets befori* rupiulation 

is compelled. Then, too, assets at a forcetl liquidation usually 
bririf? but a fraction of their ji^oinf^-concern value; and ex|)enst*s 
of lifjuidation consume a considerabh* part of the amount real¬ 
ized. Fraud upon creditors, jj^raft, and excessive fi‘i‘s, while 
they undoubtedly exist and should be vijjorously coinbatteil, are 
one ol the minor causes of small dividcnids in insolvency 
lifluidations. 

A Pew Interesting Pacts.— One who makes a carcd'ul study 
of the Bankruptcy Act cannot fail to be impri‘ss(‘d wilh tlu‘ ex¬ 
cellence of it. The best minds of the country have* b(*cn d»‘voled 
to its ])erfcction. (kinj^rcss has had the benefit of the advice 
and counsel of credit men resulting: from their experienc(‘. In 
fact, much of the credit for the Act of 1S9S and its various 
amendments can be j^iven to th(‘ National Association of Oredil 
^len. Excellent as the Ifiw itself may be, much* is h‘rt to be 
desired in the administration of it. Althou*?h inti*nd(*d as a 
creditors' law, the creditors have not seemed to fare* so w(‘ll 
from it. 

The extent of losses througli bankruptcy ov(u* a ])eriod of 
years is somewhat ap])alling. In the 10 y(‘ars (‘nd(‘d June 30, 
1938, there were 908,467 bankruptcies in the United States. The 
number increased almost every year from a[)f)roximat(dy 15,000 
in 1920 to 67,031 in 1933. Since 1933, a consid(‘rabl(‘ drop has 
occurred due, perhaps, to the fact that the W(*ak concerns were 
largely eradicated by the depression and th<‘ further fact that 
less than the usual number of mrw enterprises have come into 
existence. It is interesting to note that the number of bank¬ 
ruptcies steadily increased during the so-called prosperity years. 
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Of the total of 908,467 ])ankmptcios mentioned above, 
664,017, or ai)i)roximately 62 per cent, represented cases in whieli 
there were no realizable assets. Durinj? tlu^ 19-year period men¬ 
tioned, the total assets realiz(‘d in all bankruptcies amounted 
to $1,480,044,000 whereas the total liabilities reached the amaz- 
inf' sum of $17,542,294,000. Creditors received durinj^ this period 
$1,088,629,000 or an average of about 6.2 cents i)er dollar of 
liabilities. The expense involved in realizing the assets and 
distributing them to creditors cost, on the average, 32.05 cents 
for each dollar paid to creditors. It will be noted that if this 
entire amount were added to creditors^ dividends it would in- 
creasci payments to creditors only 1.8 cents per dollar of liabilities. 
Obviously, fees and expenses are not a main cause of small 
dividends. 

It is to be hoped and expected that this record will be some¬ 
what improved under the present bankruptcy law. The im¬ 
proved oi)portunity for arrangements and reorganizations should 
result in fewer busiiu'ss li(|uidations. Debtors should not, under 
the new law, as they have in the past, delay action until they 
have become so insolvent tliat, not only is their continuation in 
business impossible, but their ass(»ts have become so far dissi¬ 
pated tlu‘re is little left for creditors. Wage earners’ ])lans, too, 
should result in somewhat fewer losses to creditors in the no-asset 
cases which, up to now, have been a complete loss. 
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Text and Beference Questions 
1. «. What are the pur])oses of the Federal Bankruptcy Act? 

b. May the various states in the United States pass insolvency laws? 
o. How would cases of insolvency be handled if the Federal Act were 
repealed? 
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2. fi. \Vliy is it. nocossary for tlio i*n*<lit man to make a thorough atiuly 
of tlie Bankruptcy Aci anti bankruptcy court procedure V 
h. Who may go into voluntary bankruptcy V Intt) involuntary bank¬ 
ruptcy ? 

r. What conditions must exist before creditors can tlirow a debtor 
into bankruptcy? 

.‘1. State in brief the six acts of bankruptcy. 

4. a. How is a claim in bankruptcy provetl and before whom? 
h. When may claims be filetl? 

c. What is a provable debt? 

d. What advantage if any is to be gained by having an attt«rm*y 
file the creditor’s proof of claim? 

5. a. When is the first meeting of creditors called? By whom? 
b. What business is transacted at this meeting? 

r. When is the final meeting called? 

d. What is the purpose of the tinal meeting of creilitors? 

(). a. When, by whom, and how is the trustee elected? 
b. What are the duties of the trustei»? 

7. a. How is the referee appointed, and for what term? 
b. List his main duties. 

8. a. From what debts is it impossible for Ji bankrupt to be discharged? 
b. Why is an exception nuole of these debts? 

9. a. When may a debtor apply for a dis«*lia.rge from bankrui»tc.y? 
b. What conditions may prevent his reciuving a. discliarge? 

G. Why should a creditor oppose the dis<*harge of a. bankrupt if 
there are grounds for doing so? 

10. Under what conditions can a creditor reclaim goods which he has 
shipped to a customer against whom a |M*tition in bankruptcy lias been filed? 

11. What are the five essential duties of a creditor in the a«Iministration 
of a case in bankruptcy? 

12. What reversal of purpose of the Bankrn|»t<*y law is rev»*aled in tlu^ 
(’handler Act? 

l.’i. Outline the main provisions for a corporate reorganization under 
Chapter X. 

14. (rive two main reasons for the huge cn*dit hisses through bad d<*bts. 

15. Herbert A. MacAvoy, 8795 Fifth Ave., New York, N. Y., has been 
petitioned into bankruptcy. He owes your crirpciration, of which you are 
treasurer, $2t)8.4;i for gooils s(dd to him. Zenas H. (iarrand, an attorney 
unknown to vou, has cifTered to file your claim without <*.harge to you. 1 he 
debtor is located in the southern district of New York. 

Prepare a proof of claim to be filed with the referee in this case. The 
name of your corporation is the Acme Products Co., Tn<;., and Chas. K. 
Nichols your chief clerk is a notary. 



CHAPTER XXIX 


ADJUSTMENT BUREAUS 

Inception of Adjustment Bureaus. —Adjusters and adjust¬ 
ment bureaus, to serve creditors in different capacities, have long 
existed. But these agencies for the most part were privately 
owned and operated for the private gain of the owner. Although 
term(id adjusters, or operating under the name of an adjustment 
bureau, the functions of these enterprises were largely confined 
to collections. The proprietors were, in other words, merely 
operating a collection agency under a name which it was hoped 
would remove some of the stigma so often attached to the word 
‘‘collections.’’ Dissatisfied with the services of such agencies 
diffennit organizations of business men, or trade associations, 
have attempted to provide an intermediary between a debtor and 
his creditors. The object was to secure for creditors (‘ither a 
prompt settlement of their claims in full, or the most advanta¬ 
geous adjustment of the ease that could be effected. 

The first attempt to organize an agency which would afford 
creditors the advantages to be derived from concerted efforts, on 
the ])art of creditors themselves, was made in 1^77. This organ¬ 
ization became known as the Hoard of Trade of San Francisco. 
Its usefulness was quickly evidenced and its success may be 
attested by the fact that it exists today. Following the success 
of the first venture, similar associations were formed. 

It is with the adjustment bureau sponsored and recommended 
by the National Association of Credit IMen that this chapter will 
deal. The subject is thus restricted in treatment because credit 
men themselves through their own association have taken the 
lead in adjustment-bureau practice and organization. 

This has been a natural development. Dissatisfied with the 
inefficiency of an outside or privately conducted agency, or sus¬ 
picious of its integrity, credit men naturally turned to an or¬ 
ganization which could have no interests other than the interests 
of creditors themselves. Furthermore here was an organization 
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which the credit men tlicmselvos controlled. The remedy for 
dissatisfaction with a bureau lay within the body ol* ennlitors 
themselves. The development of this service to business has 
continued until there are today bureaus i)laced in the i)rineipal 
key mark(‘ts of the United States. Their operation is not limited 
purely to local territory but expands as occasion may reipiire to 
include adjacent markets. In this way, the organization is 
e(iuipped to function for almost the entire country. 

Functions of the Adjustment Bureau.— The a|)proved ad¬ 
justment bureaus have been established to j^ive members of the 
National Association of (T*edit Men and other creditors well- 
regulated, efficient, and economical organizations for cooperation 
ill liandling the affairs of embarrassed or insolvent debtors. 
What form this cooperative action will take depends ui)on the 
circumstances of each case under conside]*ation. The causes of 
einbarrassnu'ut must be ascertained before tlu^ creditors, or the 
adjustment bureau which acts for them, may i)i‘oceed at all. 
The need for caution is e.ssential. If a debtor^s condition is 
only temporarily sc‘rious, and unwarranted action is taken, a 
grave injustice would be worked against him. One of th(» chief 
aims of the adjustnuMit l)ureau is to sav(‘ honest and (h\serving 
debtors. The i)urpose liere is not en1irt‘ly liumanitarian. By a 
rigid safeguarding of the debtor’s inter(‘sts he may he saved 
and developed into a good customer for cri*ditors, and by su<*ii 
absolute fairness embarrassed debtors are i*ncouragi‘d to ct)ns(‘nt 
to adjustment-bureau control. 

Personal Investigation. —To determim* tin* i)r()pei* coursi* to 
follow, the adjustment bureau condin*ts a j)ersonal investiga¬ 
tion of the debtor’s affairs. This is an invariable ruhi of i)ro- 
cedure in eveiy case of any seriousness h(‘fo!*(*. any a<*tion will 
be taken or recommended by the buri'an. The bureaus maintain 
a staff of investigators who are (jualified for their particular 
work. The first duty of the investigator is to gain the coiifidence 
of the subject of investigation. Once this is achieved, the debtor 
will not be reticent about his business troubles. A complete 
account of the situation is then compiled and submitted to cred- 
itors. As a result of the jicrsonal investigation, the most suit¬ 
able method of adjustment is instituted. Adjustments are most 
commonly effected through extensions, compromise settlements, 
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and, among the more seriously embarrassed, by friendly liqui¬ 
dations, recciversliif)s, and bankru|)tcy. 

Not only does the adjustment bureau serve in numerous capac¬ 
ities in carrying on these methods of adjustment, but other re¬ 
lated functions are performed. A traveling adjuster service is 
maintained, and a collection d(q)art.meiit is usually found to 
exist. The service wliich the adjustment bureau is peculiarly 
adapt(id to perform in each method of adjustment will be briefly 
treated. 

Extensions. —In the event that the debtor's business is sol¬ 
vent, but the ass(‘ts are frozen, a definite plan to adjust the 
situation is advam^ed by the bureau. Systems are devised, if 
possible, which will remedy the difiiculty. II* it appears that too 
much cajiital is tied up in accounts rt‘ceivable, proper collection 
methods are i*ecominend(‘d. When the amount of merchandise 
is too great for the volumes of busin(‘ss transacted, the bureau 
will offer a plan that will eventually establish an inventory pro¬ 
portionate to the sales. WIumi th(^ remedy has been decided 
upon, th(‘ bui*('au sends oih‘ of its im*n to supervise or carry out 
the plans of rehabilitation. 

Rarely is a definite p(*riod of time for an extension deter¬ 
minable. Whenever a substantial sum has been collected, the 
administrator, which may be the adjustment bureau, distributes 
a pro rata share to the creditors. These distributions are con¬ 
tinued until 100 per cent of the indebtedness is paid. The 
adjustment bureau thus may act in both an advisory and a 
supervisory cajiacity. A gcuiuine service is rendered to both 
creditors and debtor whi(*h could not be otherwise so effectively 
performed without considerable inconvenience and expense. 

Compromise Settlements. —The investigation of the bureau 
may reveal an insolvent condition. Insolvency, however, may 
not exist to a very marked degree. When tlu^ honest debtor is 
found to be in such a i)redicamcnt, and if lie expresses the de¬ 
sire to continue his business, in the hope that lie can some day 
make a successful enterprise out of it, the adjustment bureau 
will aid him if such iussistance is thought to be justified. The 
details of liis affairs are considered from every angle. It is 
realized that business assets are of greater value to the going 
concern than if the assets are hurriedly sold under the ham- 
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mer. An immediate settlement, equally fair to debtor and cred¬ 
itors, is preferable to both. 

Friendly Liquidations.— When a debtor’s affairs are hope¬ 
lessly involved, and neither extension nor eoin|)roinise settle¬ 
ment is practicable, in many cases the most advantageous ])ro- 
ceduro is liquidation of the debtor’s assets on a friendly basis. 
Litif?ation in the courts slunild usually be avoidinl, not alone 
because of the expenditures which may accrui', but also because 
of the unpleasantness which may arise. Tlu* adjustment bureau 
is fully equipped with a skilled personnel to perform iu’ 0 |)erly 
this phase of administration. 

Receiverships. —Some types of business orf>:anizations may 
be in financial distress, but no adjustment can be made throuy:h 
the methods already mentioned. Tn such instances, n^sort must 
be had to lepjal methods of conducting the case*. Rcri'ivoi'ships, 
either in bankruptcy or in ecpiity, may be the means adopted. 
Tn such instances, the adjustment bureau, actinjjr throujrh an 
individual within the bureau, strives to s(‘(*uri‘ the appointment, 
as receiver and thus to serve the creditors. 

Bankruptcies. —Many cases of embarrassnu‘nt are so far in¬ 
volved that they cannot be kept out of the bankruptcy courts. 
Should a debtor concern file a |)etition in bankruptcy or cause 
creditors to file a petition a^ain.st it, the adjustment bun'au may 
be of service in various ways. Tlie bureau may act as the re|)r(s 
sentative of creditors, or an individual of the bureau with ap¬ 
proval of the court may secure election as the triist(‘(». Approv(‘d 
bureaus can operate very effectively in this capacity. 

The Collection Department. —Amonj^ the more r(»cent ser¬ 
vices remh^red to creditors by sdhie of tln^ adjustim‘nt bur(*aus 
is the maintenance of a collection department. This branch of 
adjustment bureau service is operatt^d (piite apart from the 
service's alre'ady mentioned. ITy this comf)h*te se^fj^rcfi^ation of the 
collection dc{)artment the creditor can refer his claims for col¬ 
lection to that de])artm(‘nt secure in the knowledp^e that a claim 
will not be turned over for adjustment unless thc^ creditor so 
directs. Succinctly stated, the policy of collection de])artments, 
when two or more claims are receiv(*d afifainst one debtor, is to 
serve the first claim received, unless otherwisii arranj^ed with 
the forwarding creditors. If claims against the debtor appear 
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uncollectible, this is reported to the employing member only, 
{ind under no circumstances are such claims reported to the 
adjustment department. However, tlie employing member has 
the right to instruct the collection department to refer the claim 
to the adjustment department. 

The collection department service is available to all members 
of the National Association of Credit Men. Frequently, several 
types of service are given. 

a. Free Demand. Service. —This includes either a letter or a 
draft at the option of the creditor. If this service is effective 
within seven days, no charge is made for it. 

b. Office Service. —Tliis service follows the free demand ser¬ 
vice. The bureau designates to its clients a limited period, usu¬ 
ally no more than 10 days, in which it renders a special tyi)e 
of office service for which a fee less than the standard rate is 
charged. After that service has been concluded the standard 
rates prevail if the collection effort is continued. These rates 
arc based on the rates of the Commercial Law League of 
America. 

c. Attorney Service. —Claims wdiich require the services of 
an attorney are handled at Commercial Law League of America 
rates i)lus suit fee and expenses where such fees and expenses 
arc incurred. 

d. Adjuster Service. —-Fees to members of the local associa¬ 
tion are optional with the board of directors. The charge to 
non-members of the local association will depend upon the na¬ 
ture of the service i)erformed, including the kind of work done, 
tlie distance covered, the exi)ense involved, etc. If the claim 
is forwarded l)y one collection J)ureau to another collection bu¬ 
reau to liandle, the fee is divided upon the basis of one-third to 
tlie forwarding bureau and two-thirds to the receiving bureau 
at the ])resent time. In using the service, it is understood that 
Office Service automatically follows Free Demand Service and 
that both of these services arc available only to members of the 
National Association on claims submitted direct to the collection 
department. They are not available on claims forwarded by 
other bureaus. 

e. Traveling Adjuster Service. —The traveling adjuster may 
represent one or more creditors. His work may result in merely 
a complete investigation and report, or it may result in an 
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adjustment of the account. To perform liis work efficiently he 
is carefully trained to act with diplomacy and skill. This ser- 
vice is an outstanding? feature of the adjustment bureau of the 
National Association of Credit ^^len. 

Fire Losses. —Another important function of adjustment 
bureaus is that of representinj? and protecting creditors when 
debtors suffer fire losses. The adjustment bureau may serve 
the debtor as well. It will intercede for the debtor so that a 
fair adjustment with the insurance companies will be reached, 
through a speedy settlement and one which is ecpially fair to 
the unfortunate debtor and to creditors. In cases in which a 
debtor was not strong financially before the fire occurred, or in 
which some doubt exists about the debtor s honesty, the insur¬ 
ance which is carried may be attached by the adjustment bureau 
for the benefit of creditors. 

Organization of Adjustment Bureaus.- The adjustnu‘n1 
bureaus si)onsored by the National Association of Cn'dit Miui 
are non-profit making but self-.supi)orting organizations. Ka(»li 
adjustment bureau must constitute a department of the local 
association of credit men. The privileg(‘ of a S(^parat(‘ incor- 
poration is extended to the bureaus, but supervision and control 
arc secured by the association through an interlocking dire<*- 
torate or board. No association may arrange with any person or 
l)ersons for a private oi)eration of the bureau. All expenses are 
assumed by the bureau, and all income r(u*eived is placed toward 
its own credit. No person has any private financial in1cr(‘st in 
the bureau. Financial responsibility is vested in the depart¬ 
ment or corporation and is not assume<l by any one individual. 
Bureaus must comply with the conditions and rul(‘s w^hich the 
national association has deemed jiroper to adof)t for safeguard¬ 
ing the adjustment bureau department and for (*x(;rcising control 
over the activities of the various bureaus. Final authority con¬ 
cerning the control of the individual bureaus rests with the 
Board of Directors of the National Association of Credit Men. 
Each bureau, however, is under the direct .supervision of mcm- 
bei*s of the local association, either through its board of directors 
or through a supervisory committee. 

Supervisory Committee. —The chairman of this committee 
must be a member of the board of directors of the adjustment 
bureau corporation or a member of the board of directors of the 
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local association. The committee meets at least montlily and 
carefully surveys the business, finances, complaints, and criti¬ 
cisms and the general operations of the bureau for the month. 
The manager of the bureau makes reports to the committee show¬ 
ing in detail the activities of the bureau for the month. A 
copy of these reports is also forwarded to the director of the 
Adjustment Bureau Department of the National Association of 
Credit Men. 

The most important member of the adjustment bureau is 
the manager, lie must be a man of the liigliest integrity, with 
executive ability, tact, and diplomacy and an experience which 
will fit him for this type of work. Tlie manager must be ap¬ 
proved by the National Association of Credit JMcn, and he is 
also responsible to his board of directors for the conduct and 
acts of the emi)loyees of the bureau which in any way affect its 
activities. As a safeguard against possible dishonesty, the ad¬ 
justment bureau protects itself and its members by bonding all 
employees who may at any time handle money. Furtliermore, 
all trust funds are carefully segregated from oi)erating 
funds. 

It will be seen that the principles of organization of the 
adjustment bureau possess qualities of elasticity. The check 
which the supervisory committee exercises over the operations 
of the bureau is a factor which trnids to limit its activities to 
their i)roper i)roportions. The local associations are resi)on- 
sible for the activities of the bureau and conseciuently are espe¬ 
cially interested to see them satisfactorily i)erformed, while the 
national association, with its check upon the local associations 
and the adjustment bureaus, carries out its plans for complete 
control. 

Administration Procedure. —The cases which an adjustment 
bureau handles reach it through action on the part of one or 
more creditors or through the initiative of the debtor himself. 
There are six possible means for the origin of all cases. 

1. A debtor who finds himself unable to meet his obligations 
calls upon his i)rincipal creditors to acquaint them with his 
circumstances. Any one of the creditors may refer the case to 
a bureau. 

2. A debtor may call a meeting of his creditors. When it 
proves impracticable for a creditor to attend such a meeting, 
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he may appoint the adjustment bureau to attend as his repi*e- 
sentative. 

3. A creditor who sees that his attemj)ts to collect an over¬ 
due account are unavailing refers the deliiupient account to the 
bureau. 

4. A debtor may visit the bureau to discuss his affairs. In 
most instances of this kind, he realizes tliat contiimation of 
the business would mean greater loss. He ])refers to liave the 
advice of the bureau rather than to iloiinder aimlessly until 
some drastic or disastrous action is taken against Jnin. 

5. Through trade group discussions it may be di*termined 
that the services of the adjustment bureau are necessary. Dis¬ 
cussion and comparison of notes around tlu‘ confc‘i-enci‘ board 
often ri^veal the serious plight of a debtor. 

G. A debtor may consult his attorney. The lattc*r frequently 
brings liim to the ofliee of the adjustment buri^au. 

When the services of the bureau are engaged, it is imj)erative 
that it undertake an immediate investigation of the <lebtor s 
business. Before any remedy can be ofl'm'ed to the embarrassed 
debtor, both the condition and the caus(‘s hmling to it must be 
ascertained. Tnventori(*s are taken in ordm* to prescuit an <‘xact 
showing of the debtor’s condition to creditors. A?i a|)praisal 
of ass(‘ts and an audit of the books are made? so that a balance 
sheet may be coiiii)iled. The exact standing of the debtor is thus 
disci os(h1 from the new balance sheet. 

When this basic information is all at hand, tlu^ bureau calls 
a meeting of creditors. The notice of the me(*ting b(*ars a ns 
quest that creditors withhold independ(*nt action, at least until 
the case is discussed at the meeting. At this inciting the facts 
arc reviewed. The debtor may be present and calhid upon to 
answer questions put to liim by creditors. A d(*finit(; coursti of 
action must be agreed upon by all creditors to insure the bureau 
of complete cooperation and uninterrupted activity in admin¬ 
istering the estate. 

Oft(m there is a diversity of opinion as to the j)articular 
method of administration which will be most productive, l^e- 
causc of the experience amassed by the bureau and the con¬ 
fidence which credit men have in it, the plan which it suggests is 
usually ficc(q)ted. IFowever, one grouj) of crijditors may believe 
that an immediate cash compromise settlement is most desirable, 
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while another group may wish to grant the debtor an extension 
in order to realize the full amount of their claims. In some 
few cases, a third or fourth set of creditors may present still 
other plans. 

In the event that two or more opinions as to the most pref¬ 
erable method of adjustment prevail, it is incumbent that an 
agreement be reached. To convince doubting creditors that its 
plan of procedure is best often taxes all the skill of the bureau's 
representatives augmented by the i)ersuasive infliunice of certain 
creditors. Assent, however, must be obtained it the bureau is to 
be effective. 

Forms of Control.—When the course to be followed has been 
decided upon, the adjustment burc^au iiroceeds to gain control 
of the debtor estate. The forms usually resorted to in gaining 
control include the assignment for benefit of creditors, the trust 
deed, the trust mortgage, and the stock transfer. The form used 
depends ui)on the circumstances in the case and the means of 
adjustment which the creditors have adopted. 

Hy means of the assignment for the benefit of creditors, the 
debtor assigns or transfers all of his assets to one or more 
trustees, officials of the bureau. This method of control is (‘f- 
fective only when the assent of the creditors to it is obtained, 
as the making of an assignment for the benefit of creditors is an 
act of bankrujitcy. If three or more ci*editors rt'fuse to assi*nt 
to the assignment, they may, in the event that their claims aggre* 
gate $500, prevent the administration by the bureau by filing 
a petition in bankruptcy. 

The trust deed accomplishes a purpose similar to the assign¬ 
ment. All of the debtor's ]>roperty is transferred to the bureau 
in trust for creditors. When the adjustment has been completed 
and the terms of settlement fulfilled, the business is turned back 
to the debtor. 

A trust mortgage grants a trustee (the bureau) the power to 
foreclose an estate when, in the trustee's o])inion, the business 
is not being properly conducted. Under this form of control 
the business may be continued by the debtor as the mortgagor. 
Under i)roper supervision the debtor is often able to conduct 
his business to greater advantage than if the business were 
placed in .the hands of another. Personal contact of the debtor 
with his customers is an essential asset. If, in spite of these 
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factors, there is no apparent progress, lljo Inist mortgage, en- 
ables the trustee to secure control of tlie debtor and Ids business 
without delay. It is api)aront that tlie trustee maintains at all 
times a controlling influence over the business. 

If the debtor coiieerii is a corporation, control of the busi¬ 
ness may be granted the bureau by a transfer of stock; an 
agreement is entered into \vhere])y the bureau gains ownership 
until the debtor s affairs have been put on a sound and normal 
basis. This transfer is easily accoinjilislied by the endorsement 
of tlie stock certificates and the surrender of tliem to the posses¬ 
sion of the bureau. 

Regaldless of the method through which tlie bureau takes 
over an embari-assed estate, compliance with the Uulk Sales law 
is essential. Each state has its own law for the sale, transfm*, 
or conveyance of any property. These laws are mad(‘ for the 
protection of creditors. Tt devolves upon th(‘ bureau to uiu‘arth 
violations of the Bulk Sales law, but it must hi' cai’cd'ul not to 
break the same law in its activiticNS. Once the assents are n*duciHl 
to the possession of the adjustment bur(‘au, they ar(» amply pro¬ 
tected by ade(iuate insurance, ami wherc‘vc‘r m*(*essary a cus¬ 
todian is engaged to guard against any possible* misdir(‘ction of 
the assets. Prompt coverage of insurance is <‘ss(‘ntial in cas(‘s 
of assignment, since the debtor by that act automatically cancels 
all fire insurance ])olicies. 

The minutes of all meetings ai*e r(»corded, and reports of 
the progress of the case are made regularly to all creditors. 

Protection against Unapproved Practices.— The approvcMl 
adjustment bureaus of the National Association of (h’(‘dit Men 
])rovide creditors with jirotcction against unapprovtMl practi(*.es. 
Although many independent concerns exist and function cap¬ 
ably as the representatives of creditors in some channels of ad¬ 
justment, there are others whose activities are uncertain and not 
beyond question. It is recommended, th(*r(*for(i, that complete 
confidence be had that tlie iirivati; adjustment bureau is acting 
in good faith and on sound principles before? a creditor forwards 
a claim for collection or adjustment. 

In an endeavor to secure business, some attoriuiys occasion¬ 
ally resort to practices which do not benefit anyone but them¬ 
selves. At the first evidence of the financial difficulties of a mer¬ 
chant, which comes to the attention of such an attornciy through 
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the claims forwarded to him by creditors, from reliable infor¬ 
mation received from sources close to the merchant or some¬ 
times from the merchant himself, he attempts to secure tlie 
names of all creditors and the exact amounts due them. The 
unscrupulous attorney may then institute bankruptcy proceed¬ 
ings as soon as he has a sufficient number of claims. 

Bankruptcy Rings. —Bankruptcy rings exist in many cities. 
It is the purpose of these groups to cooperate among themselves, 
so that claims may be obtained and transferred from one to an¬ 
other. When there are insufficient claims in the ring to proceed 
with bankruptcy, the members endeavor to secure them. The 
attorney in closest contact with the unfortunate debtor secures 
an interview and goes over his affairs with him. Sometimes the 
attorney meets with opposition on the part of the debtor, but 
generally he is able to break the resistance or the heart of the 
debtor, and bankrui)tcy ensues. 

In instances in which such an attorney holds claims against 
a debtor or when the debtor acknowledges his difficulties, the 
creditor list is obtained with ease. Having obtained the list, 
the attorney proceeds to obtain as many claims from criiditors as 
possible. An attorney representing the debtor and an attorney 
representing creditors may often be in the same ring. The 
adjustment bureaus of the National Association of Credit Men, 
on the other hand, are not actuated by a desire for profit. Their 
only interest is to preserve the rights of creditors and di^btors. 

The adjustment bureaus are often involved in a contest with 
attorneys for the control of cases. Success will dei)end U|)on 
whether the greater number of creditors are represented by the 
adjustment bureau or by the attorneys' ring. The creditor 
before placing his claim should consider well through whicli 
medium his interests will best be served. 

The mails, telephone, and telegraph are employed by attor¬ 
neys anxious to rex)rcscnt creditors in embarrassed estates. Per¬ 
sonal calls are made whenever practicable, as the more i)cr- 
suasive method of rounding up claims. The inducement usually 
offered is that no charge will be made for representation; in fact, 
the attorney may go so far as to pay the debt in full if it be a 
small one in order to obtain the right to represent the creditor. 
He may proceed to throw the debtor into bankruptcy, and if he 
has secured the majority of the claims in number and amount, 
he may elect either himself or his representative trustee. In 
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this position, he may administer the estate 'vvliicli lias been his 
goal. No stone is left unturned in some cases in the endeavor 
to secure the number of claims needed for election to the trustee¬ 
ship. 

Creditors’ Meetings.— Creditors’ meetings called by the ref¬ 
eree ill bankruptcy are usually such only in name. Unfortu¬ 
nately, many creditors do not find time or do not care to attend 
these meetings. Inattention on the part of the creditors has made 
them in most instances merely a matter of form. Oftentimes 
the creditor does not even take the trouble to be represented at 
them. The result is that the attorneys who are interested and 
have the control, through the larg(‘st in number and amount of 
claims, are present and act and vote for sucli creditors as they 
represent. AVlicn no attorney has secured a sufficient number 
of claims to control the administration, the practice of '‘pooling” 
claims is often resorted to. Several attorneys come togetluT and 
by making arrangements among iliemselves attempt to elect a 
trustee. Such practices are plainly unethical and are not re¬ 
sorted to by adjustment bureaus. 

Another abuse in representation of creditors occurs in fees 
wliicli may be alloiv('d for attorney's Kervi(*es. The IV(*s of tlio 
various offices in bankruptcy administration are fixed by the 
bankruptcy law; and tlie fees derived by altoriieys as counsel 
to bankruiitcy officers arc subject lo the a|)prov{il of 1lu‘ court. 
Uut the court in considering the fees has only tin? attorneys’ 
representations to guide him. lie is not able, ns in most litiga¬ 
tion, to have both sides of the (juestion presimted to liim by able 
counsel, because the creditors fail to interest lh(‘mse]vi\s during 
the administration of the case. 

In the bankruptcy ring and among other unscru\)uAous at¬ 
torneys, splitting fees to secure claims is a common i)racti(?e. 
This practice is frowm*d upon by the law and by lawyers and 
organizations doing business on ethical ]>rinaiplcs.^ 

1 Tho Isivv recognized tliia evil, and special prcivisions to gu.'ird ngc'iinst 
operations of this nature were made. Section XMI, (Jeneral Orders and 
Forms of Bankruptcy, provides as follows: ‘Mtecognizing tlie possibilities 
of collusion, all applicants must make out an alHdavit stating tliat no 
agreement has been made directly or indirectly, and that no understanding 
exists, for a division of fees between the applicant, receiver, trustee, bank* 
rupt, or attorney of any of tlieni. In the absence of such petition and 
affidavit no allowance of compensation shall be made. 
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Whether they are needed or not, positions of receivers, mar¬ 
shals, appraisers, auctioneers, accountants, clerks, and innumer¬ 
able assistants arc frequently applied for, if the creditors’ in¬ 
terests arc of minor concern to the administrators. The court 
does not always approve these positions, and some check on tliese 
more or less unnecessary expenses is thus maintained. Those 
who fill these positions sometimes share their fees in compul¬ 
sory f^^ratitude with those responsible for the appointment. It 
is little wonder, therefore, that an estate which apparently could 
have paid a substantial dividend is often entirely dissipated. 

Excessive Fees. —In the sale of assets particularly, unjust 
manipulations have been evident. When buyers arc few the auc¬ 
tioneer may control the sale of the assents in the interests of a 
third party or himself, for a ridiculously low price. Or, lacking 
inten'st in securing the highest sum possibles, the assets bring but 
a fraction of their real value. When the estate has been finally 
li([uidated, petitions for fees are filed in the court. The attor¬ 
neys are usually successful in sJiowing that the desired fee is 
justifiable, and, if none of the creditors objects, the fee is con¬ 
firmed. Notice of the fees claimed is sent to all creditors, and 
objections must be filed within 10 days after the issuance of 
the notice or before the date specified by the court. The fault 
for excessive fees, tlierefore, actually rests with the lethargic 
creditors. A feeble attempt on the part of creditors to oppose 
the allowance of the fee may be unavailing. Such an attem])t 
may be made through certain creditoi’s’ attorneys who, because 
they may be either members of the ring themselves or for ])ro- 
fessional reasons, hesitate to criticize the fee of a brother attorney 
and, hence, disparage the possibility of success. The adjustment 
bureau which comes under the jurisdiction of the National As¬ 
sociation of Credit Men, on the other hand, is a non-profit- 
making organization. Administration expenses are kept at a 
minimum, and employees arc hired to fill only the positions 
which are indispensable for eflicient performance of the work. 

False Representation. —Another illustration of dishonest 
practice may be cited. When a debtor desires to effect a com¬ 
position settlement creditors must be convinced that this method 
will realize the largest i)ercentage of their claims. An attorney 
wdio proves unworthy of the trust is engaged by the debtor to 
j)ut through the composition for him. Creditors may be at 
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distant points from the debtor’s place ol* business. It is im- 
practicable, therefore, for them severally to attempt to check 
the accuracy of the figures presented by the attorney. A wholly 
reliabh; attorney may be engaged by certain creditors to conduct 
an investigation, but often they are unwilling to bear tlie ex¬ 
pense of a thorough investigation. The debtor may be able to 
raise, let us say, 40 per cent of his indebtedness, and he jnay 
deposit this sum with his attorney. The unscrupulous attoi’uey, 
however, offers creditors only 30 per ci'iit and is successful in 
getting tlieir acceptance of this sum. The debtor may be un¬ 
aware of the ingenious plan of the attorney in the case to 
^‘doctor” the statement so that 30 i)er ci‘nt ai)pears to be a 
fair settlement. Such cases, while undoubt(‘dly more rare lluni 
those where the debtor liiinself holds out something from his 
creditors, arc not entirely unknown. Many such si*tth‘im*nts, 
no doubt, have been made which have escaped (h'tection. As a 
matter of good business, and as insurance against such prac'tices, 
an adequate investigation should 1 h‘ made in all cases. The 
adjustment bureau is fully eciuipped to handle such an investi¬ 
gation and will not recommend acceptance of tla^ <lebtor’s offer 
unless the investigation shows the acceptance to be justified and 
that no evidence of fraud is developt*d. 

An Investigation Exemplified. —The tlion)ughm‘.ss with 
which an investigation is conducted by the bureau is best illus¬ 
trated by quoting a portion of a report on an actual case. 
Names and places are, of course, fictitious. The investigator, it 
will be noted, has covered twenty-seven subj(*cts in his investiga¬ 
tion.. These are enumerated, and his detailed n^port on the first 
five subjects follows. While the report cannot bi^ (pioted in full 
it may be stated that all subjects are covered in the same thor¬ 
ough and detailed way. 

Subjects Tnvkstioated 

1. Possession. 

2. CnsU on Hand and in Bank. 

3. Insurance. 

4. Pcrisliables. 

5. Inventory. 

6. Keal Estate. 

7. Report on Merchandise and Fixtures. 

8. Sale of Assets. 
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9. Conditional Sales (’ontracta, Judgments, and Liens. 

10. Personal Property Taxes. 

11. Accounts and Bills Receivable. 

12. Collateral. 

13. Merchandiso at Depot or in Transit. 

14. Commission Goods, Containers, Seeds, et<*. 

15. I*referencps. 

10. Labor (3aims. 

17. Creditors List. 

IS. Rent. 

19. Suita. 

20. Local Claims. 

21. Custodian and Caretaker. 

22. Kxemptions. 

23. Books and Records. 

24. Labor for Invoicing. 

25. Relatives Claims. 

20. Ante<*ed(‘nts ami Family Tlistory. 

27. Trust Deed. 

Report for Office: 

In R(*: Martin Green Jind ITenrv Brown, father and s«)n-in-law, 
co-partners as The Gohlen Rule, Blank, Ariz. 

I received your telegram at Aberd«*en on D(*c. 10, 1940, with inatruc¬ 
tions to go to Claremont, laU(‘ possi'ssion of tlu‘ assets, invoice*, and investi¬ 
gate*. i immediately wiivel yeiii that 1 wouhl leave on the tirst train. 

Pe)aaessiem: 

The next morning I calh'd at the store* ami found Martin Gre*e*n in 
charge. 1 intre)duce*el myse'lf anel eebtaiiie'el from Iiiin twe) ke*ys to the store*- 
reKJin, that is, tei the front <le>e)r eif tlie storereiom. Martin (Jreeii saiel that 
thi*se we*re all tin* ke*ys tliat there we*re», tliat he* ami his se)n-in-law Henry 
Brown were the einly e)ne*s that lead ke*vs. The*re? was !in insiele? entrance to 
the sece)ml tle»e)r, ami I barreel this de)e>r anel secureh' be)lteel it anel instriicteel 
the ele*l)te)r that he ami liis son-in-law ami familie's would have to use the 
emtside stairway. 

Cash e)n Hand anel in Bank: 

1 fe>unel in the cash drawer $7.10, which 1 took. I also fe)unel e*asli in the 
Clareme)nt State Bank fe>r which I e)btaim*el a check and benight a draft 
feir the sum total of cash em lianel and in the bank. This has be*en remittee] 
to the eeOh'e*. 1 notitie'd A. IM. Black, cashier of the Clareimint State Bank, 
to return but not tei protest any checks which might be pri'senteel later. 

Insurance: 

I aski'd ^Ir. Gre*en tei get his insurane*e policies, anel he tedd me that they 
did ne»t have* any insurama*, that their insuram*e had all been canctdleMl 
about a month age). 1 then fouml out from A. M. Black, cashier of the 
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bank, legal ileiscriptioii oi' this j)ropt‘rty, aiul 1 wired the otViee as follows: 

re Golden Iiide Claremont pliue six thoiisaiul on niereliandise oiu? 
thousand on tixtures contained in two story frame building shingle nun* 
located on lot one block two original tt»wn of Claremont.” 

Perishables: 

Before starting to take the inventory 1 disposed t)f certain merchandist* 
which would deteriorate or perhaps spoil if tlu* store was ch)sed for ae,. 
length of time. From this source 1 realizeil $2l2.:il, which 1 am renntting 
herewith. 

Inventory: 

After I had properly arranged the stt)ck, 1 })n)ceeded to take an iiivi'ii 
tory of the assets. My inventory shows ;is follows: 


Assets: 

Merchandise at today ^s market. 

Furniture and tixtures at original cost. 1,-2l.lo 

Bills rec(‘ivabh‘ ph*dge<l as collateral to Hartman Shoe 

Co., Pershing, given 1/15/40. 212.1) 

Bills receivable pledged as collateral to Marshall (\)., 

Pershing, given 8/2/40. 

Cash on hand and in bank. :>1.{)I) 

Cash for sale of perishables. 22..". I 

$8,(508.04 

Liabilities: 

Merchandise* <Teditors .$14,200.10 

Henry Smitli, Orient, Me., a brother of Mrs. Martin 

Green . 1,100.00 

Sarah Green, daughter, labor claim. 402.10 

Sam Green, son, labor claim . ,‘JOO.OO 

IDil.'J persoinil property tax»*s. 184.10 

ly.'M personal property taxes. 100.17 


$1(5,802.77 

Real Estate: 

In addiiion to tlie ab»)ve-inentioned assets, the ilebtor owns a store 
baihling, in whicli tlie stork and tixtures were liM*at,ed. 1 his building i.s 
do'.s.'ijljcti c.s L»)t I Bhx'k 2 Original Town of (Mareim)nt. It is a good frame 
store buiidi.ig, 20 x ^<>5 ***"i»’ of the building is partitioned olT into a 
warcroom. The biiihling is jdastered upstairs ami down, it has a goo«l 
plate gla.‘«s front, and the debtors ami their faniilit'S liv<; on the s(u'ond 
lloor, and for tliis reason the propelty is exempt. Tliis projierty uiidiT 
present condition is worth probably $;i.300 to $4000. 

Achievements of the Adjustment Bmreau.— The nssul'is 
achieved by adjustment bureaus cannot be entirely appraised 














634 CREDIT AND COLLECTION PRINCIPLES AND PRACTICE 


by an analysis of the costs of administration and the dividends 
paid to creditors. Some of the good work of the bureaus yields 
its return to creditors in the form of debtors with renewed cour¬ 
age in themselves and renewed faith in their creditor partners. 
Another benefit is the deterrent effect which such an organiza¬ 
tion of credit men may have upon a dc'btor who might be con¬ 
templating a fraudulent failure. Tlie results achieved, however, 
are by no means entirely intangible. Both the costs of adminis¬ 
tration and the dividends paid to creditors will bear the closest 
scrutiny. Perfection, or maximum results, are by no means 
claimed, but the accomplishments of the adjustment bureaus 
are instilling further confidence in this medium for liandling 
embarrassed accounts. 

The Future of Adjustment Bureaus. —Organizations do not 
live long upon ])ast reputations, but they receive support accord¬ 
ing to their present daily achievements. Adjustment bureaus 
arc comparatively young organizations which have met an 
urgent need of creditors. As creditors better understand the 
purpose and achievements of the adjustment bureaus the bureaus 
should receive greater support. Creditors, however, must not 
forget tliat the bureau is merely their agency and that they 
control it and are responsible for it. It is for the creditors them¬ 
selves to kce]) their bureaus in tlie highest state of efficiency and 
honesty. 

The reasons wliy the bureaus should receive the sup])ort of 
creditors can be summed up in three statements. First, adjust¬ 
ment bureaus are trained and skilled in investigating and licpii- 
dating embarrassed estates. Second, they are organized to 
handle such cases efficiently. Thirdly, they are organizations 
in which creditors can have confidence, since they are organized 
to operate without i)rofit and arc under the direct control of 
c red itors themselves. 
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Text and Research Questions 

1. For wliat purpose are adjustment bureaus formed? 

2. a. What diftieulty must the adjustment bureau lirst sunmmnl when 

called to handle an embarrassed e«)in'ern? 

h. Why does tlie adjustment bureau always cimdin't its ewn iiivt^sli 
IjationV 

a. What different forms of settlement may be arranj;ed by the 
adjustment bureau? 

h. Name two advantajjes of the adjustment bureau’s colleetiiui de¬ 
partment as a collection medium. 

4. How does the jreneral bo«ly of credit men retain contnd and super¬ 
vision over the various local adjustment burt‘aus? 

5. What is the lirst action taken by the boresiu up(>n beinj; called into 
a case? 

t). Ill what dilTerent ways may the bureau sis'iire control of tin* »lebt«)r 
estate? 

7. What precaution must a creditor observe* if an iiulependent aj^ency 
or attorney is attempting to make an adjustment? 

8. a. How do attorneys sometimes proceeel te secure control of an 

embarrassed debtor’s estate? 

b. Why should the activities of bankruptcy rings be e'ombateel vig¬ 
orously ? 

9. Upon what should the creditor always insist before agn*eing to an 
extension or composition offered by a debtor? 

10. What are the factors to be considered in measuring tin* elhciency of 
the adjustment bureau? 

11. Your concern has a customer in Staunton, \'a., who owes it $1 <58.27 
which is now 40 days past due. Y^m have written several colle«;tiun letters 
without response from tlie debtor, but you are just in receipt of a letter 
from an attorney who states that the customer has placed Ids affairs in the 
attorney’s hands. After a tliorough investigatiiin (ac<!ording to the letter) 
the attorney has found debts totaling $8,2()4.9() and assets with an esti¬ 
mated value of $(5,274. Mr. Debtor has a relative, who has offered to loan 
him $2,500 provided the creditors are willing to accept 50 per cent in full 
settlement of their claims. The attorney advises acc.eptance of this offer 
and urges quick action lest the relative withdraw' his oiler of assistance. 
The attorney calls attention to the fact that tlie alternative is bankruptcy, 
which probably would not yield more than a 10 per cent dividend. 

Describe fully what action you would take upon the receipt of the 
attorney’s letter. 
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CREDIT INSURANCE AND GUARANTIES 

Credit Insurance. —Credit insurance is a contract undci* 
which the insurer, in consideration of a stipulated preiniuni, un¬ 
dertakes to indemnify the manufacturer, jobber, or wholesaler 
af?ainst credit losses. The principle of credit insurance is ex- 
t(md(Ml over all business conducted on a credit basis. Cnnlit 
losses in the af^f^rej^ate are enormous. Every business conducted 
on a credit basis expects losses to occur throuj 2 :h the inability of 
some customers to pay. Business men, therefore, endeavoi' to 
include in their sales price a sum. which, when averaj^ed over all 
sales, will compensate them for any credit losses that may b(' 
sustained. Similarly credit insurance companies include in their 
|)remiums a sum which, when averaj^ed over all their contracts, 
will meet the losses the companies will have to pay. This ])ass- 
inj? aloiij? of risks for a fixed compensation is held as justiti.*!bl(‘ 
in that it repr(‘sents the substitution of a certain specific loss 
for an uncertain j^eiu'ral loss. It means theoretically that tlu' 
risk has betm almost com[)letely removed, as the premium for 
security may be estimated definitely in advance and added to 
other costs which in turn are finally jiasscd aloiif? to tlie ulti¬ 
mate consumer. It should, however, be stated that an (*x(*eption 
to the above statement occurs when the credit losses of a business 
exc(*ed the amount for which it is insured. 

Enormous as credit loss(\s are in tin' a»r?Jrregrate, the ]iercent- 
at?e of creilit losses to sales is remarkably small.^ Statistics are 
not available as to the exact amount of credit losses that the 
nation's business normally suffers within a year. Such data 
as have been obtained through (piestionnaires indicate that aver- 
aj?e losses are apjiroximately one-half of 1 per cent of sales. This 
is the averajye loss which the credit system imposes upon the 
business of the countrA". If losses w^re always normal business 

1 A iliatinction should be made between different ty])es of losses. Credit 
losses, unlike fire losses, are not so<'ial losses. Assets are not destroyed; 
they are still available for utilization. 
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inen would have no need for credit insurance since the normal 
loss is passed alon$r to buyers in the form of a slif 2 :htly hip^her 
price. Losses, however, are freciuenlly abnormal, and it is ab¬ 
normal losses against which credit insurance companies under¬ 
take to protect business men. 

Development of Credit Insurance Companies. —As early as 
1885 and 1886, laws were enacted in ^few York, Nc'w Jersey, and 
Louisiana permitting the incorporation of companies to issue 
])olicies, contracts, or bonds of indemnity against losses to thosti 
engaged in giving credit.* 

The early efforts of credit insurance companies were not 
attended witli much success, and it was not unlil ISS!) tJial a 
company, Tlie United States Credit System Company of New 
Jersey, was organized, which was destined to operate for any 
length of time. Credit insurance companii‘S took on addtsl 
stability as a result of the National Bankruptcy Act of 1898, 
which gave them the opportunity of broadiming tli(‘ definition of 
insolvency. The business of writing this form of casualty insur¬ 
ance has not been entirely successful, as indicated by the number 
of compani(‘s which entered the field without sufficient data, 
training, or statistics to underwrite su(*cessfully the risks tln^y 
were assuming. At the present writing only two companies are 
writing domestic credit insurance in tin* United States.'* Never¬ 
theless, credit insurance is further <lev(‘lop(*d in tliis country than 
in any other. 

The amount of credit in American busin(*ss which is insured 
is still very small compared wdth the total amount «>f credit ex¬ 
tended. Credit insurance is not \vritt(*n in ci*rtain lines of great 
hazard and applit‘s only to manufacturers, jobbers, and whole¬ 
salers. 

Credit Insurance Policies. —Tlie basis of credit insurance* is 
statistical. The insurance companies have* reduced tlu* facts 
determined by their experience over a term of years to figures. 
These facts interpreted and adjusted to probable future condi¬ 
tions have provided a reasonable criterion by which to measure 
the risks assumed by credit insurance companies. 

2 Ackkkman and Neuner, ‘‘Credit Insurance,’^ p. 5. 

3 These companies are The American Credit Indemnity Company and 
I^ondon (luarantee & Accident Company, Ltd. The Arneriean (hidit In¬ 
demnity Company is the only one to write credit insurance exclusively. 
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Consequently, the credit insurance companies can determine 
the normal expectancy of loss in any line of business on a 
stated volume for various classes of accounts. While there are 
many different forms of policies designed to meet all conditions 
that may be encountered, most of these forms can be divided 
into two general groups: (1) general coverage policies which are 
designed to cover all insurable risks or a specified group of 
accounts; and (2) specific account policies under which a single 
account or group of accounts may be insured. 

In Ai)ril, 1919, the credit insurance companies brought out 
the first credit insurance manual, which has since frequently 
been revised to meet new insurance laws and new conditions. 
This standard manual gives the uniform underwriting basis of 
credit insurance rates and is based upon about 50 years of ex¬ 
perience with thousands of manufacturers, wholesalers, and job¬ 
bers throughout the United States. The compilation and clas¬ 
sification of th(‘se statistics have enabled the undei-vvriters to 
provide policy forms which may be adapted to almost any credit 
requirement. These policies, however, are largely alike in their 
main essentials, and our discussion, therefore, will be largely 
confined to the general <;overage type of ])olicy. 

Classification of Business Lines. —Insurance companies also 
decided through their oxf)erience that busin(‘sses could be placed 
ill five general classtvs, tlie classification being made according to 
the hazard of the business in selling upon a credit basis. The 
normal loss varies according to the class in which an industry 
falls. Ulass I is regarded as the least hazardous ty])e of risk, 
w'hile those industries which are included in ('^lass V jiresent 
a risk so hazardous tliat the normal loss is much greater than for 
that of C^^lass I. A few industries selected at random are given 
according to their classifications as an illustration of the classi¬ 
fication of all business. It will be noted that no retailers are 
included, since credit insurance companies do not insure retailers 
against credit losses. 

I. Advertising, auto parts, belting, canned goods, chemicals, coal, raw- 
cotton, electrical apparatus including household appliances, leather, wire. 

II. Shoe mamifactiirers, candy and confectionery, cotton w-arp, 
cutlery, dress trimmings and braids, enameled ware, felt manufac¬ 
turers, gla.ss jobbers, handkerchiefs, hardw^are, incandescent bulbs, knit 
goods, litliogi-aphei*s, pocketbook manufacturers, rubber tires, rubber 
goods, toys, w’ire springs. 
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TIT. Asbestos, baby oarriagres, batteries, bcililinjx, mattresses, boxes 
and crates, cotton jjoods manutacturers, cotton or wool waste, manu¬ 
facturers, draperies, feed jobbers, furniture, lam])s and lamp shades, 
lumber and shingles, plush manufacturers, radio manufacturers, tile. 

IV. Floor coverings, hats and caps, ladies’ hats, hosiery jobbers, 
knit goods jobbers, leather jobbers, men’s furnishings, millinery, overalls 
and work clothes, phonographs, shirts, jobbers of shoes and boots, 
upholstery, velvet, watches, woolens. 

V. Beer and liquors, furs, diamonds, precious metals, jewelry, junk, 
silk, tailors’ trimmings. 

A credit insurance policy seems highly complicated to the 
average business man. There are, it is tru(‘, many ra(*b)i*s in¬ 
volved which have to be set forth in considerablt^ dtdail in the 
credit insurance policy for the ])rotection of both the insured 
and the insurer. The more important of these fa(*tors will be 
discussed in the subsequent sections. 

Coinsurance. —The insured should always l)ea!* a ])art of the 
loss. Tliis is sound insurance principle. The coinsurance clause 
is usually 10 f)(‘r cent and may be higher in covering more hazard¬ 
ous risks. The term ‘^coinsurance,” as usc‘(l in conm‘ction with 
credit insurance, more closcdy corresponds to dc'ductihh? averagi' 
as used in marine insurance than it do(*s to coinsurance as gem- 
erally understood in otlier branches of insurance. The ])olicy- 
holder is thus rc(piired to .share a small part of tin* loss which 
may include his profits. The purjmse of the insurance is not to 
insure the imlicyliolder's profit but to indi'innify hifii against his 
extraordinary losses. Coinsurance also permits a r(*duc(*d prem¬ 
ium which could not otherwise prevail. It is ])ossib1c under 
some forms of credit insurance imlicies to have a rid(*r attached 
eliminating coinsurance on first and s(‘cond grad(*s of cnslit. 

Coverage. —The term “coverage” in credit insurance refers 
to the maximum insurance on any singhj customer. The maximum 
aggregate loss to be borne* by the insurance coTrq)any is referi’cd 
to as the “face” of the policy. The amount of the face of the 
policy, the maximum loss borne by the insurance cx)mf)any, is 
determined by the premium but can be changed to suit the*, needs 
of the insured. He may carry as much as his judgment dictates 
may b'? neces.sary. Coverage on a single account is subject to 
the I’mitations fixed by the indemnity company through the 
ratings of various mercantile agencies. 
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Both the cost of insurance and the amount of coverage on 
single risks are based upon the capital and credit ratings of the 
various agencies. Where an agency does not assign ratings, they 
can be covered by name or under special riders attached to 
the policy. The insured stipulates the agency he intends or 
wishes to use, and both the coverage and the premium are com¬ 
puted from a table established for that agency. It is ])ermissiblc 
to buy coverage on certain groups of ratings and omit coverage 
of other ratings if they are not needed. This is determined by 
the needs of the insured. Agencies in use at the present time 

’ Dun & Dnidatroct, Inc. 

Shoe nnd Leutlier Mercantile Agency. 

Lyon Furniture Mercantile Agency. 

Lumberman's Oedit Association, Inc. 

The Feakes Mercantile Agency, Inc. 

Produce Keporter Comx)any. 

Packer I’roduce Mercantile Agency. 


Dun & Bradstreet, Inc. 
Key to Ratings 
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Coverage limits as shown ])v Dun & Rradstivet, Inc., ratings 
are illustrated. It will be noted that a line is drawn througli the 
credit ratings .se])arating the “regular” and the “inferior'^ 
ratings (p. 645). The insured may stipulate how iiiueh coverage 
lie wishes on each of the various ratings, but usually he may not 
sti])ulate more than is shown in the tables for ratings under 
oi)en coverage. If it is necessary to st‘ll certain accounts amounts 
higher than ordinarily allowed against their rating, this can be 
done by naming the accounts for the higher than average cov(‘r- 
age and limiting the higher coverage to these s])ecified naim‘s. 
It will be noted that tlie coverage on accounts with .si'cond and 
third credit ratings is less than on accounts with like capital 
but with a first rating. Thus the insured may ask for ^SO^OOO 
at the regular jiremium rate on an account with a rating of 
0 -f If the nature of the insured’s business is such that 

he would be very unlikely to extend as high a cn*dit, a h‘sser 
amount will be satisfactory which will reduce^ thc^ pr(‘mium. A 
customer with the same capital rating but with a second cn‘dit 
rating or C + IV 2 limited to $20,000, ami (' I 2 or third 
(*redit I’liting to $10,000, but, if desired, second cre<lit ratings 
may be covered for more than first cn'dits. 

If the agency revises a rating and the ])olicyhold(‘r has be»‘n 
notified of such revision, the revised rating govtuais all subse- 
(pient shipments. If a customer’s name is not listed in the 
latest rating book, then a report ])ublished within four months 
prior to date of shi])ment, or, if no such re])ort has be<*n ])ub- 
lished, then the report published within four months aftcT 
shijiment, is accejited to a.scertain the rating to be cov(‘n*d. 

In certain lines of trade the mercantile ratings ar(‘ not ap¬ 
plicable, and it is possible to write a policy of credit insurance 
covering this business without any relation to mercantile agency 
ratings. 

If an account is not covered in full by a policy and a loss 
occurs, the insured may collect up to the amount of the coverage 
as determined by the policy. The fact that the account has been 
“oversold” does not affect its insurance. It merely means that 
the insured has voluntarily assumed the risk in excess of the 
coverage. Should there be any salvage on tln^ account, it is 
prorated between the insurance company and Ihc insured as their 
interests appear. Thus a customer with a rating of E 2 may be 
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covered by the policy to tlie extent of $ 10 , 000 , while the insured 
may have extended a credit of $12,000. In the event of loss, the 
policyholder will collect on the basis of a $10,000 loss. If any 
dividends are subseciuently paid, the insurance company and the 
policyholder will share them on the basis of 10/12 and 2/12 re¬ 
spectively. 

Normal Loss. —This term refers to the loss which the insured 
must boar before any payment will be made under the policy. 
The policy is predicated ui)on the insured's bearinj^ the normal 
loss for his business; thus the cjish premium for insurance is of 
necessity much less than would be the case if the insurance* com¬ 
pany undertook to make }?ood all credit losses. Normal loss is 
Ihe loss that yi*ars of experience have indicated may be expected 
each year. It is pointed out by credit insurance authorities that, 
while the normal loss is calculable for a typical business, the 
skillful handlinjj: of credits may, in a ]>articular instance, sliow 
losses for a jyiven y(»ar to be less than normal. In such cases this 
(liffeiviKu^ r(‘pr(*sents a savinji^ to the insured if he bears the 
normal loss hims('lf, since he ])ays no pri^mium to cover it. In 
determiniiu? the normal loss for any specific poli(*y the experience 
tables in that lijie are consulted ami the experience of the risk 
under consideration is used to vary the normal loss for that j)ar- 
ticular i)o1icy. For instance, if the experience for the line as a 
whole is of 1 per cent, and the risk under consideration 
throujj:h skillful cre<lit jj^rantliif? has maintained an averat^e of 
7/10 of 1 j)er c(*nt, the experience table for the line will be merited 
so that tile insured will rc'ceive a reduction becausi* of his favor¬ 
able experience. The normal loss of a policyholder is not in¬ 
creased bc*(*aus(* of any alniormal losses should the policyholder 
demonstrate ordinary credit judfirment. In determining the nor¬ 
mal loss, consideration is j^iven to the line of industry to which 
the insured belongs; the class of customers he sells, whether 
they be rejj:ular or inferior rated; the amount of the single 
limit; the volume of business and his experience for the past 
5 years. In arriving at the loss experience, such portions of the 
losses sustained by the insured as would not have been covered 
by the policy contemplated may be disregarded. 

Premium. —The jiremium is calculated on (1) the coverage of 
the various ratings of the mercantile agency selected, ( 2 ) the 
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sales volume, and (3) additional charges for special riders or 
conditions attached to the policy. The policy is usually written 
on a 1-year basis. 

For the purpose of computing the premium, tlie ratings of 
the mercantile agency selected ai'e divideil into groups, and the 
premium is usually calculated on the single limits used for first, 
second, or third credit ratings. The rates as a|)pli(‘d to Dun & 
Bradstreet, Inc., are illustrated for one tyi)e of policy. Thus 
in group 3 the applicant may specify coverage as follows: 
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The cost of the eoveraj^o would be ascertained by first multi¬ 
plying: the coveraj^e by the premium rate ($27,500 at $6 per M 
and $22,000 at $20 jxT ]\r or a total of $605). Havinj? thus 
ascertained the j)remium for each «?roup according to coverage, 
we should make further charges according to volume of sales, the 
face of the ])olicy, and any special riders attached. Computation 
of the premium, as has b(*en shown, is somewhat technical and 
fails to give the reader, in tlie absence of an actual illustration, 
an idea of the cost of tin* |)r('mium of credit insurance. Probably 
a much simpler statement is the fact that premiums as a whole 
average about Vlo of fho sales volume. To this 

general statement there are many exceptions where the cost will 
either be more or less depending on the amount of coverage, the 
volume, and the risk the insuring comi)any assumes. 

An ap])licant for credit insurance may be willing to bear more 
than the actual normal loss, while he may be unwilling to take the 
entire risk to which he may be subjected. This can be accom¬ 
plished by increasing the normal loss as originally calculated 
and lowering the cash premium to be ])aid. 

Insolvency. —The applicant for credit insurance should know 
the conditions under which an account will be accepted as a loss. 
The policy defines insolvency’’ with sufficient exactness and 
with a broad interpreta1 ion of the word. IVlost ixfiicies carry IIk' 
same d(*finitions of insolvency. To give the reader an illustration 
of this broad interpretation, the definitions of insolvency of one 
type of policy are given. 

3—Insolvency Defined —Tlx^ insolvt'iiey of a debtor for the puri^oses 
of Miis Policy shall be deemed to have occurred when: 

(1.) A debtor shall have absconded; 

(2) A sole debtor shall have died; 

(3) A sole debtor shall have been adjudged insane; 

(4) A receiver shall have been appointed for a debtor; 

(5) A debtor shall have transferred or sold his stock in trade in 
bulk; 

(6) A writ of attachincnt or execution shall hav<» been levied on a 
debtor’s stock in trade and said stock sold thereunder, or the 
writ returned unsatisfied; 

(7) A debtor shall have made a general offer of compromise to his 
creditors for less than his indebtedness; 

(8) There shall have been a recording of or taking possession under 
a chattel morigage given by a debtor on his stock in trade; 
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(9) A debtor’s business sliall have been assijjned to or takiMi over by 
a eomiiiittee, appointed by a iiiajinity in number and amount 
of bis creditors; 

(10) There sliall have been a recordini; of or taking ])ossession under 
an assignment or a deed of trust matle by a debtor for tin* lumetit 
of bis creditors; 

(11) A voluntary or involuntary proceeding shall have heiMi insti¬ 
tuted to adjudge a debtor bankru])t; 

(12) A proceeding for the relief of a debtor shall have* Imumi instituted 
ill a Court of Bankruptcy. 

4—Past Due Accounts —AVhen the Indemnified, during the term of 
this Policy, shall have filed with the Company for collection an account 
against a debtor not insolvent as defined in Condition No. at the time 
the account was so filed, then so much of such account that was due 
and payable at the date of tiling, shall be treated under this Policy as 
though the debtor were insolvent as defined therein. Kvrn’y such account 
so fihul shall include all indebtedness then due and ]>ayabh* and shall he 
ac<‘onii)aiiied with a Notification of Claim on the form ])ri*scribed in 
Condition No. 5. 

In addition, the insurance company agnu^s to ac(*i‘pt ns a losi? 
under the policy any covered account iirovided it is fihul within 
a specified number of days after the original du(‘ <late, ev(‘n 
tliough no insolvency has occurred. 

Piling the Claim. —Within 20 days after accpiiring knowledge 
of a debtor’s insolvency under the definitions given above, the 
indemnified agrees to file notification of edaim with the company. 
The purpose of such prompt action is to give the insurance com¬ 
pany an opportunity to salvage tlie account before actual loss 
occurs. When the claims, either insolvency or jiast due ih^ms, 
are filed, the company attem])ts to eff(‘ct collection or salvage 
the account. As collections are 7iiad(‘, tiny are. remitt(*d im¬ 
mediately to the policyholder. Wh(*n the aggrcgafi* of the 
uncollected claims exceeds the normal loss, payment for (*xc(‘ss 
loss is made by the insurance company. 

Method of Adjustment.— The policy also defines how loss(\s 
arc to be computed. From each gro.ss loss cover(*d and yirovcui 
under one form of policy, the following are deduct(*d: 

1. All amounts collortecl thereon and all amounts wlii«*li may have ’.wen 
obtained from any other sourre. 

2. The invoiced price of goods returned or rcplevined, when aadi goods 
are in the undisputed possession of the insured. 
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After making the deductions provided for in (1) and (2) 
hereof for each gross loss covered and ])roved under this policy, 
the result shall be the net loss. From the aggregate amount of 
net loss there shall be deducted the coinsurance, usually 10 ])er 
cent; and from the remainder the agreed normal loss; and the bal¬ 
ance, not exceeding the amount of the policy, shall be the amount 
due and then ])ayablc to the insured. 

If the indebtedn(*ss of the debtor to the insured at the date 
of the insolvency is not covered in full by this policy, then said 
deductions are made pro rata, that is, in the ratio which the 
amount covered bears to the whole of such indt'btedness. In 
that event, such assigned accounts shall be handled ])y the com¬ 
pany for the joint benefit of the insured and the company as tlieir 
interests may appear. 

If any covered and filed account of the insured is dispultnl, 
in whole or in ])art, the same shall not be allowed in any ad¬ 
justment under the policy until such disputed account has been 
finally determined to be a valid and h'gally sustainable claim 
against tln^ d(*btor or the debtor’s estabs at which time siu'h 
account, so far as covered, shall be adjusted iuuh‘r the i)oli(‘y and 
the amount then due the insured by the company shall be ])aid. 

The following illustrates the method of adjustment as outlined 
above: 
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Accordinpr to the above illustration, the insured will recover 
$653.50. If the company should subse(|ueiitly succeed in collect¬ 
ing, let us say, the account of Henry Burton, there will be returned 
to the policyholder $1,200 less $653.50 ami the collection charges, 
as the total loss would not be in excess of the noi’iual loss. 

The Application for Policy. —The formal a])plicatiou for a 
policy contains representations and warranties signed by the 
applicant in which he notes the line of busini*ss and how long 
in it; whether they arc jobbei*s or manufacturers; terms of sale; 
the territory covered by such sales; whether any ehangi* is 
contemplated in the method of doing busiiu'ss; whether the 
ap])licant has ever carried credit insurance; and a list of his sales 
and loss(‘s for the past five years. 

The Specific Account Policy. —This form of policy din‘iM*s 
from the general form discussed i)reviously in that it ecui'rs only 
one account. Usually there is no normal loss und(‘r this type of 
])olicy, and the premium rate is designed to eov(‘r oidy one 
debtor. The name of the customer to be covc^nsl is submitted 
to the insurance company, and, if aceejdabh* to the insurer, a 
])olicy is issued covering the sales made' under tlu' spc'cifusl terms 
of sale and conditions for a ])eriod of 1 yt'ar. 

Under the Individual Debtor policy thmv is no normal loss. 
The insured is ])aid the covered amount h‘ss the* agr(‘(*d coinsur¬ 
ance, which is usually 10 per cent. On e(*rtain acc(‘ptabh‘ risks 
when the hazard is great, it is possible to buy a i)oliey without 
coinsurance, but the insured bears a deductilde amount. Thm’cby, 
it is possible for the insured to have a yudicy gnaranteedng all 
loss over and above a syiecified deductible. In this manner tin* 
credit grantor limits the amount which he has at hazard at any 
lime to the deductible under the single* account pedicy and is 
insun‘d for the amount in excess of this stii)ulat(*d sum. 

Th(‘ credit insurances (*om|)anie*s alse) issues an api)rove'el cre*dit 
risk |)edicy unele*r which a grouy) of ace*ounts are* insuresl. rnele*r 
this ])articular type of yxdicy, name's are submitte*d for approval, 
and the account is cither decline*el or a ce'Hificate* of apprewal is 
issued for the amount rcepmstesd. This ce^rtificate* remiains in 
force for the policy ye^ar unle*ss the insuring com|)any neitifiess 
the insurexl by registereel mail of thes witlulrawal of the ay)y)roval 
When shii)me‘nts are made to such ay)r)rove‘d customers, a co|)y 
of the invoice is sent to the insuraiuxs comy)any and the yiresmium 
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is charged upon such shipments. Under this type of policy, 
premium is i)aid only when the account is insured. If no ship¬ 
ments are made, no premium is collected. 

On all single account policies there is a cancellation feature 
which is not included in the general form of coverage. If the 
insured no longer sells the account, he can cancel and receiver a 
refund of premium. If the insuring company feels that the risk 
has become more hazardous, it can cancel as to future shipments 
and upon surrender of the policy will refund the unearned 
premium. 

The advantages of the single account policy are almost self- 
evident. Many concerns could at times sell a certain customer 
comparatively large amounts. While such a customer may enjoy 
an excellent credit re])utfiti()n, the vendor might, nevertheless, 
have a feeling of uneasiness because of tlu^ large amount at stakes 
This he avoids by insuring the risk. He is willing to sacrifice 
some of the profit to obtain this feeling of security. 

Credit Insurance Discussed. —While the pnjvious di‘scrip- 
tion of credit insuranct* is far from complete, since no attempt 
has b(*en made to accpiaint the reader with th(‘ ])rovisions of all 
the policies, enough has been given to inform one as to the gen¬ 
eral conditions under which credit insurance policies are written. 
The average business man considers the method of determining 
the three im])ortant factors of coverage, normal loss, and prem¬ 
iums very complicated. Hence, but few make any serious at¬ 
tempt to undei’stand the basic principles under which a policy is 
written. Nor is it necessary. Credit insurance, as all other 
Torms of insurance, should be (*onsidered only with these factors 
in mind: 

1. The value the property tt) be insured. 

2. The risk involved. 

.*>. The eoat of insurance. 

The usual ])rocodure is to leave the technical aspects of the 
problem to the insurance company. It is not necessary for the 
insured to understand how the ])olicy is written. He does not 
know how the ])remiums are determined in either fire or life 
insurance. He knows the protection which he receives and the 
cost of it, the two all-important features. 

The applicant can, with the assistance of the credit insurance 
company, make an analysis of his credit risk and determine the 
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protection needed and the cost, in premium and normal loss, for 
such protection. The applicant should understand the (piestiou 
of coverafjje, that is, the fact that coverafje is determined by the 
protection purchased af?ainst the various ratiiijjs of the chosen 
mercantile asehey. Furthermore, he should understand ^vhat 
action he should take under the ]>olicy to safej^uard his insurable 
rights. That is, he should notify the insuring company in the 
event of the insolvency of any covered risk and fil(» all accounts 
at the time stipulated under the policy under which he is o])- 
erating. 

The advocates of credit insurance state that it is a guaranten* 
that a wholesaler or manufacturer shall not snffc‘r frt>in bad-dcbl 
losses which are in excess of the normal amount incident to the 
volume of his annual business. This stat(‘ment is truc‘ when Ilu‘ 
insured confines his sales to insurable risks and limits 11ii‘ cn*dit 
to the coverage established by the* policy. If this ])laM is fol¬ 
lowed, it may mean a restriction of sah‘s, for it is quite probable* 
that i)rior to taking civdit inseirance se)me* ace*e)nnts were solel 
which would not ceune within the pre)te‘e*tie)n of the pe)lie*y, e)r 
insurable accounts were solel beyemd the* limit e)f a (‘ewerage*. .\s- 
surning that risks are accepte*d withe)ut re*garel te) the* re‘strie*tie)ns 
of the ])olicy, saU*s of $ 1 , 000 , 000 , for e‘xample*, may e*ontain 
$200,000 of sale*s to aerounts in part of inferie)!* rating anel in 
j)art in i*xcess e)f the (‘overage limits. Losse*s on such sale's are* ne»t 
iirsured. If bad-ele*bt le)sses are* per e*e‘nt, it is eviele'iit that 
$1,000 of bad-de*bt losse's are not cove*re*el. 

The Increase of Sales through Credit Insurance. —It is ael- 
vance'el that under cre*dit insuraneM* a bnsine*ss may e*xi)and safe*ly 
through the granting of cre*dit to goe)el, insnre'd accounts. With¬ 
out cre'dit insurane*e* such e'xpansiem might ])e‘ hazardous. The* 
insurance company e*ontends that it can take? a larger risk be*- 
cause* the law of average is we)rking for them to a greater e*xte‘nt 
than it will for any single (‘om])any. Their risk is not confine*d to 
any single business, to any one line of busine*ss, or to any one; te;rri- 
tory. The average manufacturer cannot have all the.se factors in 
his favor. Under credit insurance through a genie*ral coverage, 
policy the insured can ‘‘level off” his cre'dit risk. Under the 
single account policy he limits his risk. 

The credit man, knowing that his house is prot(*cte?d again.st 
excessive losses, can authorize shipments with more confalence. 
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This statement is true in so far as insurable risks are concerned. 
Uninsurable risks must receive just as careful scrutiny as though 
no insurance were carried, for the credit manager is ])lacing the 
risk with his house. When an order is received from an insur¬ 
able risk the temptation may be to fill it. Either the credit man 
will not make the same careful investigation that he otherwise 
would, or, granting that a thorough investigation is made, and 
the account found doubtful, the risk to the insured is much 
reduced. For example, an order for .$500 is received. The 
account, though a questionable risk, is insurable. Let us assume 
the net profit on the order to be $25. For this sum the credit 
man would not take this particular risk. Under his policy he 
would collect $450 ($500 less coinsurance of* 10 per cent). The 
risk therefore becomes the jiossiliility of $25 ])rofit against $25 
actual loss. It would be no more than natural for the credit man 
to be influenced in his action by the insurance policy. 

The [iroponi'iits of credit insurance will claim that this atti¬ 
tude towai’d tiu* |)olicy is a perversion of the whole theory of* 
credit insuranct*. rndoubtedly it is. The theory of credit in¬ 
surance is that it is for the protection of a business operating in 
a normal manner against <'xce.ssive losses which are largely occa¬ 
sioned by conditions and circumstances which arise after deliv¬ 
eries arc made. Attention will also be called to the fact that the 
attitude described above may result in excessivt* losses which 
would raise the normal loss for the (‘iisuing year and, conse¬ 
quently, raise tlie cost of insurance, a fact wliich should militate 
strongly against sucli an attitude. If a shippcu* is to be guided 
solely by tlje insui*ance j)olicy, the question arises whether the 
insured needs a capable and efficient credit man. The insur¬ 
ance companies emphatically say “yes.They emphatically 
state that it is not the function of cr(‘dit insurance to rei)lac(‘ 
the credit department. They want the cn*dit manager's ])e.st 
judgment exercised on all risks. They want him to reject lisks 
which, though insurable, are doubtful, but they will not rely 
upon his judgment in the acce])tance of risks. As a matter of 
fact, the insurance company would ])refer in many instances 
to rely upon the judgment of the credit man rather than upon 
a mercantile rating, but as yet no way has been found to accom- 
])lish this, for the reason that the cnnlit man is not a disinterested 
party to the contract, while the mercantile agency is. 
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CREDIT INSIJRAXCE AXD aVARAXTIES 

Fire and Credit Insurance. —Credit insiiranco lias boon 
likened to fire insurance. The two ai’o hardly comparable. In 
the majority of cases, all properly which mi^lit be destroyed by 
fire is in one location or buildiiijj^. A fire could encom))uss its 
complete destruction. All the ej?j?s are in one basket. Such 
a risk is too jrreat a hazard to be carried alone. On the other 
hand, sales are s]iread over a wide territory and amon^ many 
customers. It is inconceivable that all or even a lar^e ]>a]'t. 
should fail in any one year. Of 00111*80 a panic or siwere de¬ 
pression or business calamity mip:ht occur, but in the event of 
wholesale insolvencies, the ca])ital of credit insurance companies 
would, perhaps, be insufficient to indemnify all ])olicyholders. 
In such an event, not only mij?ht the insurance companii's be 
unable to make j?ood, but in the event that they couhl, the' 
insuri'd would ])robably find that the face of his policy was 
not large enough. Furthermore, in writing fire insurance, each 
risk is more or less carefully considered In*fore being insured, 
while credit insurance com])anii‘S classify their risks soh‘ly ac¬ 
cording to mercantile agency ratings which ar(‘ not guaranteed 
and which credit men often do not accept without vm'ification. 

Losses Passed on to the Insured. —Tlu‘ noi*mal loss is assumed 
to be one of the normal (‘xpenses of the business which is dis¬ 
tributed in the ])rice of the g(M)ds s<)ld. Assume that a business 
man who carries no insurance lias abnormal losses one year. Why 
could he not recoup the next year by adding a little mon* to 
tlie selling price? Evc*ry busiiu\ss man knows that incn*asing tlu‘ 
selling price of his merchandise is not so simply ac(‘omplish(‘d. 
If ln‘ cannot pass the loss along to his tradi*, liow(‘V<‘r, it must 
come out of his own profit. The same condition will pn*vail (*ven 
if he carries credit insuraiUM*. If abnormal loss is experienced, 
the normal loss amount of the policy for thi* ensuing year will 
be thereby increased, so tiiat tbe loss would probably be borm* 
eventually by the insur(*d It is obvious that the creditor, sju-ak- 
ing of him in his generic sense, must stand his own losses. The 
insurance company can pay back to him only what h(» has paid 
to it after the insurance company’s expenses and i)rofils have 
been deducted. 

From this discussion it is apparent that credit insurance as 
at j)resent conducted, j)rot(*cts the insunnl to a cxmsiderabh* de¬ 
gree against unanticipated lasses. The business man will care- 



654 CREDIT AND COLLECTION PRINCIPLES AND PRACTICE 

fully consider the protection afforded and the cost of that pro¬ 
tection. He will also consider the need for protection. In the 
case of a house selling relatively few accounts, and when the risk 
is, therefore, inadequately distributed, it may be particularly 
advisable to have such risks underwritten. The need for such 
underwriting is doubly great if the creditor concern is not firmly 
established. The concern with limited capital might find its 
foundation severely shaken by abnormal losses. Such a concern 
would prefer to pay a fixed loss than to have its very existence 
threatened. The strong concern, however, with diversified risks 
may prefer to set up a contingent reserve equivalent to the 
insurance i)remium that it would have to pay. Such a reserve 
might be sufficient to offset abnormal losses over a period of 
years in the concern where credits are handled by an efficient 
credit department in the care of a well-qualified credit manager. 
Indeed, many a business i)rincipal regards his credit department 
as sufficient credit insurance. 

It is true that any insurance company is really the custodian 
of the funds of its ])olicyholders. It collects from many to reim¬ 
burse the unfortunate few. This is the principle of insurance 
and the ])uri)ose of all insurance funds. Insurance should never 
attempt to Insure against a certainty. Its purpose is the ])ro- 
t(?ction against the unforeseen—the uncontrollable. In credits, 
very often, the risk was ])resent when the credit was granted, but, 
as all available credit information is incomplete, it may not 
disclose the true condition. 

In many instances banks insist on their clients carrying credit 
insurance be(*ause it places another endorsement on the accounts 
receivable. It strengthens the credit i)osition of the carrier. It is 
|)ossi])le under all forms of credit insurance to attach a rider 
making the ])ayment due under the ])olicy to any bank, trust 
company, etc. This can be done even though the policy itself 
is not assignable. Abnormal credit losses need not affect the 
credit standing of any manufacturer, jobber, or wholesaler. 

GXJABANTIES 

A creditor may sometimes attem])t to insure the redemption 
of a credit by securing the promise of another to be answerable 
for the debtor’s obligation. This is termed “a contract of 
guaranty” or ‘‘surety,” as the case may be. The words guar- 
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antor and surety are sometimes used interchangeably. But, 
strictly, a surety is one wlio is bound with the ])riiu*ii)al upon 
the original contract and in the same terms, while a guarantor 
is bound upon a collateral contract to make good in case the 
principal fails. The distinction as to whether a contract is one 
of guaranty or of surety is unimportant for our discussion. 

A consideration of the protection of credit by means of guar¬ 
anties involves three points, namely, (1) who may become 
guarantors, (2) the credit of the guarantor, and (;i) tlie form of 
the contract of guaranty. The second, the credit of the guar¬ 
antor, may be dismissed as having been adecpiately covered in 
Part II of this book. The first and third points will receive 
further discussion. 

Who May Become Guarantors. —It is much more important 
that the credit man should know w^ho may not b(' lu'ld as guar¬ 
antors than to know who may be so held. Obviously, only those 
who may legally contract can enter into this form of contra(*t. 
There is no other restriction which applies to individuals except 
in the case of married women. A i)artn(*rship may guaranlet* in 
the regular course of ])usiness, that is, in the furtherance of 
its own business, and the signature of a partner will bind the 
firm. A partner, however, cannot bind the fii’in in an accommo¬ 
dation guarantee, though such a guarant(*e can Ix'conu^ binding 
if signed by each partner. 

A cor])oration, according to the general rule of law, cannot 
guarantee the liability of others, except in so far as it becoin(*s 
a guarantor in the ordinary course of its busiiu'ss or unl(‘ss it 
receives the proceeds of the i)aper wliich it guarant(‘(*s. Tliis 
statement w-ill hold even though the implied ])ower to guarantee* 
seems to be given by its charter. A corporation has, howe^ver, 
implied power to enter into a contract of guaranty or sure^ty- 
ship whenever the iranHoction can reasonahty he said to he inci¬ 
dental to the conduct of the business authorized hy Us charter. 
But authority to lend credit to another is not to be implied 
simply from the fact it may be beneficial to the corporation. A 
fine legal distinction may be drawn between such contracts of 
guaranty. The credit man is advised, th(*refore, not to accept a 
corporation guarantee unless certain that it can be enforced. 

Unless there is specific authority contained in its charter, 
a bank has no implied power to lend its credit and cannot become 
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an accommodation endorser or a guarantor. If, however, a guar¬ 
antee is necessary to protect the bank's own rights, or where 
the guaranty relates to commercial paper and is incidental to 
the purchase and sale thereof, or if such guaranty is specially 
authorized by law, there is an exception to the general rule. A 
bank's endorsement is of course binding in favor of the hona 
fide holder of the instruments so endorsed, for the reason that 
there is no obligation on the holder to inejuire whether the bank 
owned the paper at the time of its endorsement. 

In the absence of an enabling statute, a married woman can¬ 
not make contracts of guaranty. In many states where she may 
otherwise guarantee, she is prohibited from guaranteeing the 
account of her husband, except in a special way. A guaranty of a 
married woman, either for her husband or for anyone else, 
should not be accepted unless it is determined that such a guar¬ 
anty is legally binding in the state where made. 

The Form of the Contract of Guaranty. —Only a few funda¬ 
mental rules with respect to guaranties can be here given, as the 
subject varies too much in the different states. This section will 
point out a few essential i)rinciples of general application. 

1. TFn>i;</ 7 .~The old English statute of Frauds, which is substan¬ 
tially reenacted in all the states, provides that a guaranty cannot bo 
enforced unless it be in writing. 

2. Strict Coustnictwn .—Guaranties are always construed by the 
courts strictly in favor of the guarantor. Ho cannot bo held beyond 
the precise terms of his contract. 

:i. Guaranties, like other contracts, are not good 

unless there be a consideration. Though ordinarily a consideration 
may be ])roved when not so stated or be disproved when stated, it is 
])referable to state a consideration, as this raises a facie i)re- 

suni])tion of one. 

4. /)«^\—Gunranties should always be dated, as the date is often 
ail important element. For example, after an order is re(*eived and 
filled, a guaranty of its payment without other consideration would 
not be good. 

5. Variance of Contract releases Guarantor .—Any agreement be¬ 
tween the creditor and debtor to vary the terms of the sale or contract 
guaranteed without the con.sent of the guarantor releases the guarantor. 

C. Extension of Time .—An agreement with the debtor to extend 
the time of a guaranteed account or note, without tlie consent of the 
guarantor, is such a variance and discharges the guarantor. Whether 
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OUABANTT 

In consideration of merchandise hereafter to be shippi'd on past or future 

orders on credit by . to . 

t>f . state of. amt in order to induce 

such credits and sliipments by said tirin, the uiidersit;ned does hereby 
guarantee the prompt payment at maturity of all indebtedness so ineurn'Il 

by said . to sjiid . for all 

merchandise so shipped, not e^cceeding, however, at any one time tho sum of 
.dollars. 

This guaranty is accepted by.and credit 

extended and merchandise shipped uptin the following conditions: 

The account or accounts or any part thereof for the merchandise that 

may be shipped by the said. in reliance on his 

guaranty may at any time be settled and adjusted between tlicm and the 
principal debtor by note or notes of the debtor, either endorsed »)r unen¬ 
dorsed, and with or without further security, and the time of payment of 
said accounts or notes or other security given therefor may be extemled 

from time to time by said . to the ]>rincipal 

debtor without notice to the undersigned, all of which may be dime with¬ 
out, in any way, affecting obligjitions hereby created. The undersigmul 
hereby expressly waives notice of the acceptance of this guaranty by said 

.*. of all credits extended and shi])ments of 

merchandise made hereunder and of the taking of notes or other security 
for such indebtedness as may be incurred by the i)rim‘ipal debtor to the 
said. 

This instrument is intended to be and shall be construed to bo a con¬ 
tinuing guaranty to the extent of the sum of. 

dollars without further noti<*e to the undersigiuMl and shall not be revoked 
by the death of the guarantor but shall remain in fidl force and effect 
until the undersigned or the executor or the administnitor of the undm-- 
signed shall have given notice in writing to make no further advam*i‘s on 
the security of this guaranty and until such written notice* shall be* re*e‘e*iv«*el 
by you from the unelersigned or his executor or aelministratejr. A registry 
return receipt for said letter shall be conclusive evielene*e of ree*eipt eif ne)tie*e* 
of revocation. 8uch revocatiem when iiinele shall apply only te) sal<*s maeh* 
to the prine'ipal debtor sulisequent to the re»eM*ipt e)f suedi ne)tie*e eef r<we)e’a- 
tion and anv payments thereafter made by the prinedpal debtor shall be 

applied as said.ii»bV ele*ct. In the event of 

default bv the principal debtor in payment of the debt or any part thereof, 
recovery therefor may be had directly against the undersigncMl without 
]>revious notice or without requiring the prosecutit)n of the claim against 
the principal debtor and upon such proof as is competent and admissible 
against the principal debtor. 

Dated at. 

Fio. ()0.—A form of guaranty recommended by I’he National AsHOciatioii 
of Credit Men. 

the creditor must notify the guarantor that the? ]>rincipal has defaulted 
in the payment or other obligation cover(*d by the guaranty is a dis¬ 
puted question. Unless the creditor knows of the requinmient by the 
state under which the contract will be iiit<*rprcted, it will be safer either 
to notify or to have the contract waive the requirement. 

7. Death of Guarantor.—The death of the guarantor has the same 
effect as an express revocation, though some states require that the 
holder of the guaranty should have actual notice of the death in order 
that it should operate as a revocation. 
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With these principles in mind it is suggested that the reader 
study carefully the points covered in the accompanying guaran¬ 
tee. It will be noted that this form attempts to overcome the 
strict construction in favor of the guarantor by getting him to 
waive a number of his rights. If he cannot be induced to sign 
such a guaranty, the creditor must be much more alert to see 
that he does not release the guarantor by acts either of commis¬ 
sion or omission. 
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Text and Research Questions 

1. a. How docs business in general endeavor to protect itself against 

losses throiigli bad debts’^ 

b. What is the purpose of credit insurance? 

c. What is the purpose of the classitication of businesses by credit 
insurance companies ? 

2. 0 . Why is a coinsurance clause always inserted in a credit insurance 

policy? 

b. What is the usual amount of coinsurance carrietl by the insured? 
.*>. a. Wliat is the meaning of coverage? 

b. How is the normal loss of the insured detcrmiiied ? 

4. a, Wluit three factors are considered in the computation of the 

premium? 

b. How can the insured decrease the amount of premium which he 
will have to pay? 

5. If the average business pursues its normal selling policy, why does 
not credit insurance insure it against all abnormal loss (except, of course, 
coinsurance) ? 

0. a. In what way does credit insurance invite the acceptance of risks 
which the credit manager may judge to be subnormal credit risks? 
b. Why cannot credit insurance be likened to lire insurance? 
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7. You are the creilit manager of the General Merehaiuliae Wholesaling 
Co., and your coiieern has been considering taking out credit insurance. 
The president of your company has asked you to submit a brief outlining 
the advantages and the disadvantages of credit insurance to your concern. 
Prepare such a brief. 

8. a. What is the distinction between a guarantor and a surety? 

b. What three points must always be considered before a guarantee 
is accepted by the seller? 

9. a. Under what circumstances can a corporation become a guarantor? 

b. How would you proceed to determine wlu‘tlu*r a guarantee given 

by a married woman could be enforced? 

10. a. Why is it necessary to study very carefully the form of the 

guanintec? 

b. May a guarantor revoke his guarantee? 

c. Does a relt'ase of the debtor discliarge the guarantor? 

d. May a guarantor avail himself of defenses to the contract be¬ 
tween the debtor and the creditor? 

11. .Tones, an automobile dealer, sold a sport roadster to Drown, whom 
he knew to be somewhat reckless and wild, «)n a small payment plan. A 
few days later he met Smith, a friend of Brownes, and exi)ressc*d to Smith 
his fear that he had made a poor sale. Smitli said to .lom*s in the presence 
of a mutual ac(piaintan<*e, ‘‘Don’t worry, .lones. If he <loe8 not pay you. 
I’ll guarantee that you will get your money.” 

a. Should .Tones have asked for this .statement in writing? 

h. (’an .lones hold Hniith if the statement can be proved? 

i\ Could .Tones hold Smith if the statement were in writing? 

d. Rewrite the statement so that Smitli could unquestionably be held. 

12. The X Corjioratioii’s sales are $1,000,001), anil bad-debt normal loss 
has been determined as */2 per cent. The credit insurance premium is 
per cent of annual sales. By what percentage will bad debts have to in¬ 
crease in order to recover the premium? (In this problem, ignore such 
relevant items as coinsurance, non-insurable risks, costs of colhiction, etc.) 



CHAPTER XXXI 


ACTIVITIES OF THE NATIONAL ASSOCIATION OF 
CREDIT MEN 

In no department of business is cooperation recoj^nized as of 
greater essential importance than in credit work. The credit 
man realizes tliat his measure of success is dependent to a large 
extent upon the success of other credit men oj^crating in the 
same industry; and, since there is an interlocking of industries 
through the fact tliat single concerns buy in different industries 
and likewise sell to different industries, there is, consequently, 
a common interest among all credit men. The standard of credit 
within an industry cannot be raised to any extent by a single 
credit man. All, however, working togelluT can impose the 
desired standard upon the buyers of the industry. Thus the 
credit man is dc'pendent upon other credit men not only for 
credit information but to help maintain or raise the credit 
standard. 

Another phase of credit work in which cooperation is essen¬ 
tial is in insolvency, as lias been shown in the chapters dealing 
with that subject. Under our theory of insolvency legislation, 
an insolvent business belongs to the creditors. In such cases, 
the creditors have a position akin to partnership where coopera¬ 
tion is most essential. To organize for cooperation was a most 
logical sequence. It was realized that the function of the credit 
men of the country was not merely to choose good accounts but 
to develop good ones. The result was the organization of credit 
men on no less than a nation-wide scale to promote both the 
spirit and the means of cooperation. 

The National Association of Credit Men. —This is the pro¬ 
fessional and service organization of the commercial and finan¬ 
cial credit interests of the United States. It w^as organized in 
1896, when business men with vision came to realize that the 
credit structure of the country required as definite organization 
as any other phase of business in order to meet the growing 
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aemands for credit and to handle this demand eflficiontly. The 
primary purpose of forming this organization Avas to protect 
business against credit loss and abuse, to maintain a sound and 
economic credit teclinique, and to promote all possible develop¬ 
ments of sound credit business. Prom a membership of less than 
600 it now has about 20,000 of the leading manufacturers, whole¬ 
salers, and financial institutions of the country. 

The governing power of the national organization is vested 
in the president, three vice presidents, and a nation-wide board 
of directors consisting of twenty-four members. The officers 
and directors, who serve without pay, are executives of nation¬ 
ally known business houses. As a non-profit coo])i‘rative associa¬ 
tion, owned and controlled by its membershi]), much of the work 
is done through committees of representative members. How¬ 
ever, the national association and its local affiliated offic(\s now 
emi)loy a i)aid personnel of more than 1,200 ])eople. In addition 
to the adjustment bureaus and interchange bureaus, which have' 
previously been discusscnl, the association has a wide scoj)e of 
activities which are briefly described in this chapter. 

The Local Associations. —The national association is nnnh* up 
of about 124 local affiliated en'dit associations in all the major 
business centers of the country. Ea(*h local asso(»iation is a s(‘lf- 
contained, self-sui)|)orting unit, functioning under tin* super¬ 
vision of a lo(*aI board of <lirectors and manage*! l)y a, s(‘cn*tary. 
All members of local associations are nunnhers of tlu^ natiotial 
organization. In joining a local association, the national associ¬ 
ation is also joined automatically, sinci^ the meinlHU’ship fe** 
includes the dues in l)oth l)odies. 

The purpose of these many local units of tin? national asso¬ 
ciation is to j)rovidc a nation-wide coverag*; l.o me(‘t cr<'<lit 
service needs of business. In addition to the close co!ita(*t b(*- 
tween credit executives made jmssibh^ by th(‘S(» local associations, 
the actual credit services built by this organization an^ made 
highly efficient and effective by having this nation-wi<le service 
network through the local associations. Th<*r<» is not only j)er- 
sonal value to the credit manager thi*ough close contact with 
fellow executives but actual service valium to any firm, belonging 
to the National Association of Credit Men. 

Fraud Prevention Department. —The obj(jct of this depart¬ 
ment is to safeguard credit extended by its subscribers through 
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the medium of investigation and prosecution of all violators of 
the penal laws covering commercial fraud. The services of the 
fraud i)revention dei)artment are available to all commercial 
firms, banking institutions, etc., which, under special arrange¬ 
ment, are entitled to call for investigation in any matter which 
they believe to be of a nature that might later warrant the 
attention of the official pros(‘cutors. 

The fraud prevention department was inaugurated on June 
1, 1925, and from tliat djitc to Jan. 1, 1941, convictions num¬ 
bered 1,673 individuals. 

The department works in close cooperation with the federal, 
state, and municipal authorities in the prosecution of all offenses 
defined by the National Rankruptey Act and Postal laws (i)er- 
taining to the use of the mails in <a scheme to defraud); the 
obtaining of monies, property, or credit through the issuance of 
a false financial statement; conspiracy to defraud; and in gen¬ 
eral all punishable fraud. 

Probably the most outstanding activity of this department 
is its activity in elminating from the business world various 
groups of individuals whose business while conducted outwardly 
in a legitimate manner is merely a cloak to defraud creditors 
of amounts estimated in millions of dollars. 

These groups, operating in largo centers, resort to various 
schemes in order to obtain merchandise, merchandise which on 
its receipt is (piickly turned into cash through its disposal at 
prices far below the market value. Not alone, therefore, do these 
groups defraud their creditors and fail to make any payment 
for the shipments received, but they also destroy the shipper’s 
market through their underselling of his product. 

With the cooperation of the federal and state autliorities 
many of these schemes have been frustrated by the fraud pre¬ 
vention d(‘partment with the support of its subscribers, and the 
benefits accorded creditors through tliis medium cannot be deter¬ 
mined in dollars and cents. 

The fraud prevention department does not function in any 
matters of a civil nature, nor does it participate in adjustments 
or collections. 

The personnel of this department is composed of former ex¬ 
perienced government investigators who are fully acquainted 
with all phases of commercial fraud and whose activities during 
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the past 15 years have eaused the sum of approximately $2,000,- 
000 to be returned to estates which they liave investigated. 

Research Activities. —Credit research is another activity of 
the association. Surveys are carried on not only in subjects 
directly related to credits and collections but also in the field 
of business problems which are of timely interest. SFonthly re¬ 
ports are received regarding collections and sale conditions in 
all parts of the country. The results of the various surveys are 
distributed througli several mediums, among them being special 
bulletins, the Executive Manager's Monthlg Rusiuess Review, 
and the official magazine of the association— Credit and Finan- 
vial Management. The results of these surveys, as well as 
opinions and articles on various subjects of intmvst in the field 
of credit, are given general distribution tlirough ])ri‘ss release's, 
trade papers, and other mediums. 

The National Institute of Credit. —Tn the adoption of a con¬ 
stitution, the national association had a vision whi(*li is being 
gradually made real. That vision was a mi'inbership com nosed 
of men educated and trained for the veuy important function 
which they have to perform. Tn fact, the foundation tor this 
achievement was laid in Art. IT, which includc'S amoiig llie ob¬ 
jects of the association the following: “To encouragi* training 
for credit work through departments of colleges and univcrsiti(‘s, 
by correspondence courses and the grouj)ing together of the 
younger m(‘n and students in an Institute of Credit. 

Accordingly, there has been founded a National Institute of 
Credit, wliich functions through chapters organized in cities 
where th(U*e arc local associations; and where tlu're are no local 
associations the student^s studies are supervis(‘d b}" corresi)ond- 
ence from the national office in New York City. 

The work of the student is recognized by course certificates 
as he i)rogresses. An Associate award of the National Institute 
of Credit is given for successful completion of the following 
subjects: Hours 

Credits and Colloetiona. 

Fundamentals of Accounting. 30 

Business English (emphasizing credit and collection corre¬ 
spondence) . 30 

Economics . 30 


Total 


320 
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Having obtained the Associate award, tlie student may carry 
liis studies further for the Fellow award. The requirements 
for this are as follows: 

Hours 


Business hiw . '^0 

Mereliandisin^ . >{0 

Public, Speaking . ;U) 

Advanced c.re<]it,s . 'Id 

Total.;. 120 


The ‘Miour” in each of the above courses is equivalent to 
one liour of classroom work in any recognized college or univer¬ 
sity. The classroom work may be taken througli tlin^e mediums: 
first, the classes conducted directly by the local associations; 
second, classes conductc'd in recognized colleges and universities 
where arrangements have been made for such conduct through 
coof)eration between the local association and the university 
authorities; third, credit toward the certificates is givtm for 
work done in recognizc'd colleges and universities even tliough 
no preliminary arrangements have been made as b(‘tw('cn the 
local association and the university. The amount of credit given 
for work done in this third way is limited. All of the work is 
under the general supervision of the national head of the de¬ 
partment, and all i)lans and arrangements made are subject 
to his approval. For those w4io cannot avail themselves of the 
benefits of the class-work training, corresi)ondencc courses are 
available in economics and credits and collections. 

Wherever local cliajiters have been organized, the members 
hold regular meetings throughout the school year for discussion 
of pertinent subjects. Not only are these meetings educative, 
but they widen the young credit man^s acquaintance and enable 
him to form contacts and friendships whicli are so valuable to 
ever^mne in this field of endeavor. The chapters are governed 
by the members tliemselves under tlie super\dsion of a board of 
directors selected from the parent organization, the National As¬ 
sociation of Credit Men.^ 

1 For further information concerning the National Institute of Credit 
the reader is directed to apply to the Director of Education, National 
Association of Credit Men, 1 Park Avenue, New York City. 
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Othor Activities of the Nsitionsil Associsttion. Foreifin 7)r- 
partment and Foreign Credit Interchange Burcan.—Ju ixn effort 
to be of assistance to association iiieinbers enj^a^eil in foreijjn 
trade, in 1919 the Foreij^n Departinent and the Foreijrn Credit 
Interchanf?e Bureau were established. Conipri'liensive and au¬ 
thentic ledger experience reports on foreign buyers are sni>plied 
to subscribers to this particular phase of N.A.C.^I. activity. 
The paying records of over 175,000 foreign buyers located in all 
parts of the world are on file. The Week!!/ Bulletin to ineinbers 
gives up-to-date comments on current foreign credit, colh'ction 
and exchange problems, and special surveys luv made on hi'lialf 
of the mcmbersliip at various inteiwals. One of the main activi¬ 
ties of the Foreign Dei)artment and the Fon'ign Credit Inter¬ 
change Bureau has been the monthly Hound Table Conrm-c'nct'S 
on Foreign Credit, Collection, and Exchange Problems. IMiimles 
are taken of these general discussion mec^lings and are available 
at a nominal cost to interested exporting manufa(*turers throngli- 
out the United States. Moral suasion l(‘tter S(‘rvi*‘e is available 
to members on past-due and dclincpunt accounts abroad. Special 
foreign trade groui)S in several industries are n^gnlaily in op¬ 
eration. The activities of the Foreign l)(‘])ai*tment an<l of the 
Foreign Credit Interchange Bureau, which is owniul by its mem¬ 
bers, are under the direction and supervision of ('xp(Ti('nced (*x. 
port executives. 

Industrg Credit Group Department. —Upward of 400 credit 
groups have been established within industries for the |)iirp()S(‘ 
of intimate di.scussion, deliberation, and action oti f)art of 
mutually interested creditors in thenr industry (*r(‘dit ])r(jbl(Mns. 
Specialized industrial service is a valuable supi)lem<‘nt to the 
general services and has produced decr(*as(‘d r(‘(‘(‘ivabl(*s and 
valuable standardization of industry credit pnictices. Coordi¬ 
nation through intercliange of the Industry group activities n*- 
moves the danger of industry isolation and affords cooperation 
between industries in matters of common credit interest. 

Businvas Service Department. —This supplies intimate study 
and inspection of sp(?cific credit situations, with the main pur- 
l)ose of rehabilitation of a de.serving busine.ss or early liquida¬ 
tion of undeserving business at a tim(^ when reasonable rc^turns 
can be made to creditors. All such services is p(?rformed on re¬ 
quest of, and is supervised by, the interested creditors. 
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Washington Service Bureau, —The increasing complexity of 
business and the increasing influence of government over business 
have emphasized governmental developments, policies, and regu¬ 
lations. The association’s Washington Service Bureau is the 
information center for its members interested in happenings in 
the nation’s capital. It is also the headquarters of the associa¬ 
tion’s extensive legislative activities. 

Credit Standards and Ethics, —Since its inception, the asso¬ 
ciation has promoted and advanced high standards for commer¬ 
cial credit practice and continues to maintain and xiromote a 
definite platform of business ethics. 

Legislation. —The correction, modification, or enactment of 
pertinent laws has been one of the continuing purposes of this 
association. Its effectiveness is evident by its success in having 
been largely instrumental in the passage of legislation a portion 
of which is cited in a subsequent section. 

Publications.—Credit and Financial Management^ the official 
publication of the association, has country-wide monthly circula¬ 
tion, acts as a clearinghouse for successful credit methods, and 
includes pertinent articles on credit and financial matters, busi¬ 
ness reports, and analyses. 

The Executive ManagerMonthhj Letter. —From his exten¬ 
sive and intimate contacts he gives monthly his interpretation 
of the major economic movenu'iits, as they ai)ply particularly to 
the credit and financial field. 

Credit Manual of Commercial Laws. —A legal digest of the 
laws affecting every ])hase of credit and sales ])rocedure, revised 
yearly to include all new enactments or changes in existing laws. 
It is generally accepted as the most practical and comprehensive 
guide to ])rotective ad ion 

Credit and Financial Department Forms. —Many impodant 
foi’ms used in credit department w^ork arc offered by the associa¬ 
tion. These include several varieties of financial statement forms, 
insurance statement forms, and collection enclosures. Because 
of their standardization and uniformity, considerable savings 
are effected by their general usage by credit grantors. 

Achievements of the National Association. —Each year has 
seen constructive action undertaken. As early as 1897, the or¬ 
ganization started a nation-wide movement against the secret 
sale of stock of goods in bulk and out of the regular course 
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of business, resulting^ in statutes in practieally all of the states 
at the present time. It has taken leadership in framinp^ and 
securing passapre of tlie National Rankrnpicy Act in 1898 and 
has been influential in, thoupjh not a[>provinpf all, the aniendinj^ 
legislation since enacted. It sponsored the adoption of fictitious- 
name laws and improved false financial statement legislation. 
It took an active i)art in securing tlie passage of the Federal 
Reserve Act and entered the congressional fight to help secure 
the par payment check system under the Federal Rc'sene Act. 
It has been estimated tliat ])ar payments have savt'd business 
more than $160,000,000 annually. With the expansion of instal¬ 
ment selling, it sponsored the revision of the Conditional Sales 
laws. 

In 1920, it founded the National Institute of Credit. It has 
developed a nation-wide system of adjustment bureaus for the 
elimination of waste in liquidation and has sponsored legislation 
providing for arbitration of commercial disputes whicli has been 
put on the statute books in several states. It has raised more 
than $2,000,000 as a fraud prevention fund and secunul more 
than 1,500 convictions. In the flood of debtor ndief h»gislation 
of the past few years, it has worked to safeguard creditor inter¬ 
ests. Its more recent activities include cooptnation with the 
federal government in national banki'uptcy investigation and 
participation in writing the credit provisions in industry codes. 

The Robert Morris Associates. — Bank credit men have 
formed an organization known as tlu^ Rob(‘i*t Morris Associates, 
which is closely affiliat(‘d with the Nat ional Association of Cn*dit 
Men both in the letter of its by-laws and in the si)irit of its 
membership. As expressed in its by-laws, the pur])ose of tin* 
Robert Morris Associates: 

. . . shall he to encourage and protect trade and coniinorce and to 
(‘ombine the influcn<*e of its members for more effective* cooperation in 
carrying out the objects and j)lans of the National Association of 
Credit Men; to j^romote friendship and understanding among the; bank 
credit men of the national association; to bring about a cIos<*r rela¬ 
tion between mercantile and financial credit men; and to improve 
methods of gathering, compiling, analyzing, and disseminating credit 
data. 

H(*adquarters are maintained at Lan.sdowne, Pa., where a 
monthly bulletin bearing the name of the organization is pre- 
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pared and mailed to its members. The publication provides a 
valuable medium for the exi)ression of opinion on bank credit 
practice, data, and articles of interest. 


CREDIT AS A FIELD OP OCCUPATION 

The author has some misj^ivinj^ in attempting to pose as an 
impartial critic of credit as a field of occupation for young men 
and women. There is the danger of the presentation of a biased 
opinion. It is a question whether one so close to an occupation 
is best qualified to discuss it. There may be a tendency to take 
too strong a position on one side or the other. One is apt to take 
too strong a position in thinking that his own field of endeavor 
is superior or, on the contrary, that pastures are greener in 
other fields. 

The first (|uestion to arise is: Who is the credit man? He is 
the ‘‘specialist, the analyst, the business critic who guides and 
controls all the transactions of th(‘ market place. lie controls 
eitlrer goods or money. He will be found in the office of the 
manufacturer, the wholesaler or jobber, the exporter, the retailer. 
He is also in tlu* commercial bank, the investment bank, the 
finance company, and the note-brokerage house. In fact, he will 
be found in every business except the comparatively few con¬ 
fining themselvi's to cash sales. He ])erforms a distinct function 
for which he needs a s])ecial though broad training. It is the 
young man or woman who is ready when the oi)portunity comes 
who gets the ])romotion. As a matter of fact, ])rei)aration for 
credit work is excellent pref)aration for other lines of endeavor 
as well. It is true that o])portunities are more numerous in 
some oth(‘r fields among which may be numtioned selling and ac¬ 
counting, but so are the contestants more numerous, and com¬ 
petition for advancement keener. 

A recent survey of the members of the Njitional Association 
of Credit Men brought out the information that the credit man 
holds the title of 


Treasurer or secretary in 37.00 per cent of the companies. 

Auditor or controller in 7.37 per cent of tlie companies. 

Vice-president or general manager in 0.91 jH*r cent of the companies. 
Credit manager (a definite department executive) in 3(».0(i per cent 
of the companies. 

In only 12.57 per cent was the credit man listed as a junior executive. 
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The young man or woman dioosing a field of oeoupation 
needs to consider whether the advantages are siifTieiently attrac¬ 
tive or the disadvantages suffieh'iitly unattractive to sway the 
decision. The credit man finds himseU* in a generally pleasant 
environment and with pleasing associations. Tliere is both tlie 
opportunity and the need for constant study and improvement. 
The work is interesting if one is adapted to it, and the credit 
man may take comfort in the feeling that he is performing a 
service not only to his house but to society as well. Credit men 
arc business stabilizers. The credit man's work is steady. He 
is not subject to the violent fluctuations of good and liad busi¬ 
ness, as some other occuiiations are. On thi‘ other hand, the 
work is confining in the sense that it is an all-y(‘ar-i*ound job 
and an all-year responsibility. 

A (luestion which may arise is wlu^tlier tin' credit field is 
oversupplic'd or undersupplied with personnel. Tf tin* question 
means mi'rely too many or too fc'w ci’cdit men, it may be stated 
that theri^ are neitlu'r. Busiiu'ss men, however, are looking for 
young men with tact, adaptability, and good judgnn'iit for credit 
departments. It is, perhaps, harder to bi'i'ak into tlu' credit 
department because the employment, turnover is usually less 
than in the accounting and sah's dc'partments, for exainjih', but, 
once placed satisfactorily, a iileasaiit and remunerative cari'i'r is 
assured. Th(*re is a large clianci' for improvement in the ((uality 
of credit departments’ ])ersonm'l. This is an agi* of specializa¬ 
tion, and it is less than a working lifi'time since th(‘ credit man 
was recognized as a specialist in his field. As a result it must 
])e said, in truth, that many are found in cnslit work with neither 
aptitude nor training. Credit men recognize tin' nei'd and to 
encourage improvement are actively s|)onsoring cn*dit (‘ducation. 

The credit man can hardly complain of his environim'nt. It 
is true that he is termed an office man, which suggests confine¬ 
ment and is therefore distasteful to some persons. But the 
credit man is less confiiu'd than is the accountant. The b(‘st 
credit men arc not tied down to desks. Bnvironmimt depimds 
largely ujion the individual concern. The credit man is an 
executive in the financial department of his house. He is on an 
equal plane with other department heads, and he meets the 
heads of concerns or the officers of the houses with which he 
comes into contact. His environment includi^s his association 
wdth other credit men. The promotion of credit standards is at- 
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taincd, in part, tlirough social functions—dinners, conventions, 
golf tournaments, etc. By education, training, and business 
standing the credit man is qualified to associate with the best. 
His business associations will, of course, depend upon the type 
of men in his business and the type of customers of his business. 

Finally, the credit man^s spirit must be attuned to the trials 
and troubles of the business world. The first personal quality 
is aptitude, the second is integrity, and the third is cooperation. 
Credit men belong to a fraternity which might well take as its 
motto: ‘‘The good things that ye do in this world, it is for 
fellowship’s sake that ye do them.” 
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Text and Research Questions 

1. Why is cooperation among credit men a prime necessity? 

2. a. When was the National Association of Credit Men formed, and 

what is its present approximate membership? 

b. Why would you advise a credit man to join the local association 
of credit men? 

3. What is the purpose of the credit protection department of the 
National Association of Credit Men? 

4. Why is prosecution of fraud more efficiently handled by the credit 
protection department than by creditors’ committees? 

5. Of what service to business is the department of research? 

6. a. What four subjects of study are regarded as essential for the 

young credit man? What are the next four in importance? 
h. Why should every young credit man join the National Institute 
of Credit? 

c. Would you advise the young man intending to go into credit 
work to work for the Associate award and the Fellow award of 
the National Institute of Credit? Why? 

7. o. Who are the Robert Morris Associates? 
b. Wliat, in brief, is its purpose? 

8. In what important legislation has the National Association of Credit 
Men taken an actve part? 

9. What is the ”Credit Manual of Commercial Laws”? The Foreign 
Credit Intercliange Bureau? Credit and Financial Managementf 

10. What inducements are there to attract the young man or woman 
into the credit field as a life work? 
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rating book, 2(53-2(57 
k(?y to, 2(55 
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Credit Clearing House, services of, 
267 

specimen reports, 270-274 
Credit data, importance of, 171, 187 
Credit department, chart of, 150 
files of, 151-153 
function of, 145 
the independent, 148 
measurement of efficiency, 155 
mechanical aids to, 151 
personnel of, 149 

place in business organization, 147 
relation to sales department, 147 
routine in, 153 
system in, 150 

Credit factors, regrouped, 172 
type of business, 172 
^ ^ Credit and Financial Manage¬ 
ment,’’ 663 
Credit groups, 665 
Credit information file, 151 
Credit instruments, classification of, 
23, 24 

Credit insurance, 418, 636-654 
agencies in use, 637 
classification of business lines, (>38 
coinsurance, 639 
coverage of, 639 
discussion of, 650-654 
and fire losses, 653 
insolvency defined, 646 
manual, 638 

method of adjustment, 647 
normal loss, 644 
premium, 644-64(? 
specific account policy, (i49 
Credit insurance companies, 637 
Credit interchange {see Credit Inter¬ 
change Bureau of the Na¬ 
tional Association of Credit 
Men; Group exchanges) 
Credit Interchange Bureau of the 
National Association of Credit 
Men, 280-299 

advantages of, 286, 297, 298 
disadvantages of, 298 
limited to ledger facts, 281 


Credit Interchange Bureau of the 
National Association of Credit 
Men, local bureau, operation 
of, 283 

operation of, 282 
reports, analysis of, 286 
revision of, 285, 286 
Credit interchange bureaus, methods 
of operation, 277 

Credit investigation, purpose of, 171 
Credit limits {see Credit lines) 
Credit lines, revision of, 154 
Credit losses, 614-616 
Credit man, in charge of collections, 
476 

{See also Credit Manager) 
development of, 133, 134 
interest in bankruptcy, 584 
X>osition of, 134 
as traveling salesman, 334 
Credit manager, as e(*onomist, 135 
{See also Credit man) 
future of, 135 
qualifications of, 136-139 
position of, 134 
subjects for study, 141 
Credit money, 23, 24 
Credit policy, and margin of profit, 160 
and merchandising attitude, 162 
Credit policies, varying, reasons for, 
160 

Credit references, 323 
Credit reputation, value of, 163 
Credit risk, acceptability of, 159 
varies with policy, 160 
analysis of, 156 
four factors of, 159 
Credit risks, classification of, 156 
Credit study, phases of, 6 
Credit terms, abuse of, 96 
Creditor agreements, legal restric¬ 
tions of, 539 

Creditors committees, in bankruptcy, 
596 

Creditors meetings, 629 
Current assets, 384 

{See also Financial statement) 
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Current liabilities, 384 

{See also Financial statement) 
Current ratio, 429-434 
Customers’ ledger, 152, 485 

D 

Dating, definition of, 119 
for distant territory, 120 
types of, 119 
Debtors, types of, 481 
Deferred assets, 392 
Deferred charges, 384 
Deferred payments {see Instalment 
credit) 

Delinquent accounts, sale of, 540 
Delinquent lists, 538 
Deposit insurance, 70 
Deposits, 397 
Discount companies, 80 
Discount terms, 124 

{See also Cash discount) 
Double-name paper, 75 
Drafts, as a collection instrument, 
495 

classification of, 46 
form of, 46 
^‘Dry rot,” 181, 525 
Dun and Bradstreet, Inc., additional 
services, 224 

{See also Mercantile agencies) 
assembling information, 201 
credit reports, 221-224 
criticisms of, 225 
types of, 222 
criticisms of service, 225 
extent of, 191 
limitations of, 228 
method of operation, 198-215 
ratings, 217-221 

interpretation of, 219 
reference books, 215 
Duplicate invoice file, 152 

E 

E. O. M. terms, 122 
Endorsement, forms of, 28 


Equity receivership {see Receiver¬ 
ship) 

Estate ownership, 178 
Extensions, 570-573 
legal aspects t)f, 572 
when to support, 570 


F 

Factor, function of, 407 
Factoring agreement, 407 
False financial statements, 350 
federal law, 351 
wlien materially false, 350 
New York laws, 364, 365, 370 
proof of, 351 

use of Hniteil States mails, 364 
Field warehousing, 409 
Finance companies, 80 
function of, 81 
interest rates of, 104 
Finam*e company paper, types of, 
102 

Financial position, 182 
Financial statement, 338 470 

{See also False financial state¬ 
ments; Income account) 
classification of itmns, 383 
comparative analysis, 451-457 
date of, 382 
direct, 339 
false statements, 350 
forms of, 345-350, 352-363, 366- 
369 

indirect, 339 
method of analysis, 379 
objections to submitting, 342-345 
purpose of, 374 
analysis of, 385 
reasons for submitting, 340 
reliability of, 375-378 
as source of information, 338 
Financial statement barometrics, 436 
Financing charges, 126-128 
Financing instalment sah^s, 101 
Fire insurance, 412-415 
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Fixed assets, 384, 427 

{See also Financial statement) 
Fixed liabilities, 384 

{See also Financial statement) 
Foulke, Roy A., 79, 423, 435 
Fraud prevention department, 661 
Friendly adjustments, 568 
Furniture and fixtures, 392 

G 

Garnishment, 558, 559 
Good will, 393 
Group exchanpfos, 299-301 
Guaranties, (554-658 
Guarantors, who may become, (555 
Guaranty, essentials of contract of, 
656 

form of, (557 

H 

Hamlliiig orders, 15.'i 
Iloiise-collection afjfency, 532 
Hypothecation of receivables, 402- 
406 

I 

Income account, analysis (»f, 4(50-4(57 
form of, 458, 459, 4(52, 4(53 
Indices of business conditions, 19, 20 
Imlirect datinj^s, 120 
Individuals, as credit risks, 173 

record of, as afTectiiijj, 180-182 
Industry, knowledge of, 182 
Insolvency, defined, 5(5(5 

{Sec also Credit insurance) 
degrees of, 5(57 
Instalment credit, 98-105 
down payments, 99, 100 
extent of, 100 
forms of contract in, 102 
interest rates in, 103 
formula for, 104 
origin and growth, 98 
safety principles, 99 
use and abuse of, 99 


Instalment payments, rates of inter¬ 
est in, 104 

Instalment terms, 100 
Insurance, 412-418 
mis(‘ellancous, 417 
and the moral hazard, 414 
social security, 417 
Insurance statement, form of, 410, 
411 

Intangible assets, 393 
Interchange of credit experience, 277 
{See also Credit interchange) 
Interest, collecting on overdue ac¬ 
counts, 533-535 
Inventory, accuracy of, 389 
analysis, 391 
and sales, 424 
valuation of, 390 
Investment credit, 66, 67 
definition of, 66 
importance of, 67 
sources of, 67 

Invoice, as a collection instrument, 
491 

J 

.loliiison, ,Tosc*ph French, 4, 8, (58 
.loint stock companies, 179 
dudgnients, effect of, 542 
execution of, 542 
Judgment note, form of, 32 
purpose of, 34 

K 

King, Wilford I., 17 

L 

Ledger experience, 280 
Letters of credit, 58-(»2 
classification of, 58 
commercial, defined, 60 
illustrated, 56, 57, 59, 60 
variations of, 61 
Life insurance, 415 
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Location, as a credit factor, 179 
Los Angeles Lumber Products Co., 
G13 

Lyon Furniture Mercantile Agency, 
250, 200-2()3 

collection department, 200 
membersliip of, 250 
method of operation, 250 
reference book, 260 
key to, 201, 262 
^ * result ’ * sheet, 204 
services of, 2(>0 

M 

M. O. M. terms, 122 
Machinery, 392 
Maclicod, H. TX, 4 
Massachusetts Trust, 179 
Maturity lists, 480 
Maximum profits and minimum 
losses, 145, 140, 150 
Maximum sales and fuinimum losses, 
150 

Mercantile agencies, 1«S9 
cooperation with, 193 
discussion of service, 27() 
and the law, 194 
liability of, 194-19r) 
origin and growth, 189 
prejudices against, 192 
subscribers of, 190 
Mercantile <*redit, changes in, 114 
tlefined, 113 
function of, 113 
trends in, 115 

Merchandise (sre Inventory) 

Mill, John Stuart, 7 
Monthly stat(»ment, 491 
Morgan, J. P., 104 
Mortgages, 398 
Munn, G. (1., 11, 58, 01, 72 

N 

National Association of Credit Men, 
134 

achievements, 000 ■ 


National Association of Credit Men, 
activities of, 005 
departments of, 005 
fniud prevention, department of, 
001 

local associations of, (Jtil 
membersliip, 0(51 
organization of, 000 
National Credit Ollice, Inc., 245-25() 
bank service department, 247 
credit reports, 219 
industries covered, 240) 
sales service*, 250 
textile de])artment, 248 
trade group activities, 250 
typical report, 251-255 
National Institute eif (h-edit, th)3, (hU 
Natie)nal Retail (h-edit Association, 
104 

Natural business year, 383 
Negotiability, aelvantages of, 20 
essentials of, 27 

Nege)tial>h^ instruments, advantages 
of, 27 

maturity of on h*g{il holidays, 29 
pres(*ntation of, 28, 2t) 
protest for non-payim*nt, 29 
Negotiable instruments law, 20, 27 
Negotiation, how ae*complisheel, 28 
Net profit, 404 
Net working e*apital, 420) 

Net worth, 428, 434 
Note brokerage houses (.sfr (knnmer- 
cial paper broker) 

Notes, instalment, 33 
Notes, protest for non-i>«iyment of, 29 
stipulation of interest on, 33 
stipulation of payment of attor¬ 
ney ^s fee, 33 
use of, 33 

Notes receivable, analysis of, 387 

O 

Office mechanism, importance of, 153 

Open paper market, 79 

Opinions, as basis of judgment, 187 
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Orders, handling of, 153 
Overdue accounts, collecting interest 
on, 533 

P 

Partial payments, 537 
Partnerships, 174 
advantages and disadvantages, 175 
priorities in bankruptcy, 175 
Personal collector, 498 
Personal credit (see Retail credit) 
Personal interview, 303, 332-334 
how to conduct, 333 
Personal investigations, 303 
Personal investigator, information 
secured by, 307 

interpretation of information, 308 
qualifications of, 304 
Personal loan credit, 92 
Plant, machinery and tools, 392 
Post-dated checks, 44 
Prochnow, H. V., 79 
Profit and loss (see Income account) 
Profits, of corporations, 12, 13 
Promissory note, advantages of, 31 
(See also Notes) 
as a collection instrument, 493 
definition of, 29 
Proximo terms, 123 

R 

R. O. G. terms, 123 
Ratios, selection of, 422 
standard, 437, 440-447 
Real property arrangements (see 
Bankruptcy) 

Receivables, and merchandise, 432 
(See also Accounts receivable) 
and sales, 423 
Receivership, 577-581, 621 
bankruptcy, 580 
equity, causes for, 577 
creditors rights in, 579 
duties of receiver, 578 
Reclamation proceedings (see Bank¬ 
ruptcy) 


Referee in bankruptcy, 593 
Rehabilitation, 568 
Replevin, 554-556 
Rescission, right of, 554 
Reserves, 398 
Retail credit, 88-111 
and competition, 95 
defined, 88 
justification of, 90 
and mercantile credit contrasted, 
88 

mercantile-credit man’s interest in, 
89 

proper basis for, 93, 94 
sources of information, 94 
terms of, 96 
trends in, 97 

Returns and cancellations, 550 
Robert Morris Associates, 667 

S 

Sales analysis, 421-428, 457-464 
and fixed assets, 427 
and inventory, 424 
to net profit, 464 
to net working capital, 426 
to net worth, 428 
and officers^ salaries, 464 
to receivables, 423 
and selling expense, 464 
use of in analysis, 421 
Salesman, attitude of, 320 
as a collector, 499 
as credit assistant, 318, 322 
credit information of, 322 
how to educate, 325 
form of report of, 319, 321 
value of, 319 

Salesman ^s information, reliability 
of, 324 

Seasonal activity, 167 
Season datings, 119 
Shares of stock, 35 
classification of, 36 
rights of owners of, 36 
Single-name paper, 75 
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Single proprietorships, 173 
weaknesses of, 174 
‘‘Skips,’* 94 

Slow payments, reasons for, 478-481 
Social security, 417 
Sources of information, direct and 
indirect, 188 
selection of, 188 

Special mercantile agencies, advan¬ 
tages and disadvantages of, 
244-245 

Statements (see Financial state¬ 
ments) 

Steiner, W. H., 117, 118 
Stock (see Shares of stock) 

Stoppage in transit, 552 
Success and failure, margin between, 
12 

Suit and judgment, 541 
(See also Judgment) 
Supplementary proceedings, 543 
Surplus, 400 

Surplus account, reconciliation of, 
405 

T 

Telegram, as a collection instrument, 
497 

Telephone, use of in collections, 495- 
497 

use of in investigations, 304 
Terms of sale, 116-131 

factors influencing, 117, 118 
interpretation of, 130 
options under, 124, 130 
uniformity in, 116 


Title, passage of, 549 
Trade acceptance, 46-49 
abuse of, 48 
analysis of, 388 
deflnition, 46 
use of, 46-48 
Trade discount, 124 
Trade groups, delinquent lists of, 
538 

Trade marks, 393 
Travelers’ checks, 54 
Trust receipt, 62-64 
illustration of, (53 
uniform law, 62 
wesiknesses of, 62 
Trusts, 179 

Type of business, as a credit factor, 
172 

U 

Uniform small loan law, 93 
United States Fidelity and Guaranty 
Company, 505 
report blank, 330, 331 
Unpaid seller’s lien, 551 


W 

Wage earners plans (see Bank¬ 
ruptcy) 

Wall, Alexander, 423, 436 
Warehouse receipts, 55 
Wealth, definition of, 6 
Working capital, 431, 435 








